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Message from the President:

Pacific Mercantile Bank again grew its total loan portfolio last year. However, due to the troubled
economy, the Bank sustained its first yearly loss since its first year of operations in 1999. This was the result
of the downward spiraling economy and a worsening recession that resulted in the instability of the credit
markets and which, to a degree, were influenced by the reductions in the interest rates the Federal Reserve
implemented to stem the tide of the deteriorating conditions. No one anticipated the depths the present
recession would reach. These economic conditions and the weakened credit markets caused a number of real
estate loan defaults and late payments by our borrowers who previously had been meeting their loan payment
obligations. This decline in the businesses of some of our borrowers also resulted in an increased risk to our
loan portfolio. Thus, in 2008 we were forced to take loan charge offs and substantially add to our loan loss
reserves, resulting in a loss for the year.

Recognizing the need to closely monitor any further risk in our loan portfolio and to work even more
closely with our customers, while continuing to abide by our high underwriting standards for incoming loans,
we decided to enlarge our credit department to swiftly recognize any new issues and to provide for the extra
work and scrutiny required by the deteriorating and challenging economy. As a result, in the third quarter of
2008 we hired a new Senior Credit Administrator and a new Real Estate and Construction Workout
professional. In the fourth quarter of 2008, we added a very experienced Chief Operating Officer, who was
also a former Chief Credit Officer and, in April of 2009, we hired a highly skilled new Chief Credit Officer.
With this excellent, very experienced credit team in place, we expect to be able to mitigate future risks to our
loan portfolio.

As well as enhancing our credit department, we have taken additional positive steps to see us through
what we expect will be a difficult year in 2009. We have established tactical initiatives spearheaded by Bob
Bartlett, our new Chef Operating Officer, who has been successful in implementing such initiatives at his
prior banks. We are implementing new strategies and tactics to increase earnings, which include the
implementation of improved procedures for the collection of fees, improved lending rates, enhanced DDA
gathering methods, and enhanced Internet and cash management systems. I am assisting, and will continue
to personally assist, with the disposition of properties that the Bank has acquired on foreclosure of defaulted
Joans (OREO). Additionally, we are developing new strategies designed to enable us to raise additional
capital in this difficult economic and market environment, if and to the extent needed to support increased
growth. Our technical and operations departments are hard at work replacing our old core operating system
with a new, state-of-the art system, Metavante, to greatly enhance our present technical and operating
capabilities and to provide us with enhanced tools for measuring the efficacy of our new strategic initiatives
and programs.

Anticipating a flat commercial loan market in year 2009, we recently completed a thorough review
of recent market trends to identify other sources of revenues and earnings for the Bank. Those trends, we
believe, indicate that prices for homes are likely to stabilize and the economy is likely to show signs of
recovery in the coming months and, as a result, we expect to see an increase in home purchases and a
corresponding increase in the demand for residential mortgage loan products. Additionally, we believe that
the credit quality of prospective borrowers will be much improved, because credit underwriting standards are
being tightened and sub-prime and other high-risk mortgage loan products have been discontinued. As a
result, we are planning to re-enter the wholesale and retail mortgage loan origination business, which we
believe will provide us with an opportunity to increase our revenues and profitability. We plan to pursue this
opportunity in a conservative manner by, among other things, building on the experience we gained from our
previous wholesale and retail mortgage loan operations, which enabled us to increase revenues and improve
our profitability throughout the years of, and following, the dot.com bust in 2000 and again after 9-11, when
the commercial lending market slowed for several years, and by applying stringent underwriting standards
when making credit decisions. Our plan initially is to offer mortgage loan products consisting of government
and agency-quality one-to-four family first mortgage loans, which, in most instances we would fund at the



time of origination and then sell to investors in the secondary market. In conjunction with that business, we
will follow up with a retail residential mortgage loan division later in 2009.

Please remember that we had the foresight to completely close down our wholesale mortgage
division in 2005, thereby avoiding the financial problems plaguing the industry and economy today and
allowing us to weather the mortgage “meltdown” and, at the same time, maintain our strong financial
condition. As a result, we have been able to hire a highly professional and experienced bank trained
mortgage team with licensed government underwriters and bank experienced mortgage compliance
professionals to put the systems into place that will allow us to start accepting loans in our mortgage
department in the second quarter of 2009.

To address the decreasing interest rate market, we decided to aggressively compete in the market
place by offering an innovative and exciting deposit product, the PMB Premium Interest Checking Account.
This consumer account pays a premium interest rate for accounts with deposit balances ranging from $1,500
to $100,000, although customers will be able to open such accounts with an initial deposit of only $100.
There are some requirements for keeping the premium rate in effect; and customers are advised to call their
local office for details.

Another very important product we rolled out in 2007, for which the demand continues to grow is
the Remote Deposit Capture product, which we call our PMB Xpress Deposit. This product enables our
business customers to deposit checks electronically, using a desktop scanner that connects to their computer
and the Internet. This allows customer checks to be deposited electronically to the Bank day or night. The
product allows us to stay very competitive in the electronic banking arena and has proven to be a much
desired product by our customers.

We have also recently added a seasoned cash management professional whose primary
responsibilities will be to bring new core deposit customers to the Bank and to augment the deposit and cash
management relationships of our present customers.

We are proud of our excellent and experienced commercial loan and business development officers
and thank them for the strong growth of our commercial loan portfolio. Our operations staff is first rate and
strongly supports the safe and sound banking practices we are committed to, while also supporting the loan
officers’ efforts and providing excellent service to our Bank’s customers. Our credit, finance, administration
and technical staff has worked tirelessly supporting all of the Bank’s growth, efforts and products. Our
unprecedented growth during the 10 years since our inception could not have been achieved without their
dedication and tireless efforts, and I am ever grateful for their loyalty and support, especially through this
difficult time.

In closing, I would like to extend a personal invitation to each of you to stop by one of our Financial
Centers to try our banking services firsthand, if you have not already done so. Please remember that your
utilization of Pacific Mercantile Bank’s services will directly enhance your shareholder value. For the
Financial Center nearest you, please turn to the inside cover of this Annual Report, and call any of our offices
to set up an appointment to talk with one of our knowledgeable banking officers to discuss your financial
needs.

Sincerely,

R, skl

Raymond E. Dellerba
President and CEO
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FORWARD LOOKING STATEMENTS

Statements contained in this Report that are not historical facts or that discuss our expectations, beliefs or views
regarding our future operations or future financial performance, or financial or other trends in our business or markets,
constitute “forward-looking statements” within the meaning of Section 27A of the Securities Act of 1933, as amended,
and Section 21E of the Securities Exchange Act of 1934, as amended. Forward-looking statements can be identified by
the fact that they do not relate strictly to historical or current facts. Often, they include the words “believe,” “expect,”
“anticipate,” “intend,” “plan,” “estimate,” “project,” or words of similar meaning, or future or conditional verbs such as
“will,” “would,” “should,” “could,” or “may.” The information contained in such forward-looking statements is based
on current information and assumptions about future events over which we do not have control and our business is
subject to a number of risks factors that could cause our financial condition or actual operating results in the future to
differ significantly from our expected financial condition or operating results that are set forth in those statements. See
Item 1A “Risk Factors” in this report.

PART I

ITEM1. BUSINESS
Background

Pacific Mercantile Bancorp is a California corporation that owns all of the stock of Pacific Mercantile Bank, a
California state chartered commercial bank (which, for convenience, will sometimes be referred to in this report as the
“Bank”). The capital stock of the Bank is our principal asset and substantially all of our business operations are conducted by
the Bank which, as a result, accounts for substantially all of our revenues and income. As the owner of a commercial bank,
Pacific Mercantile Bancorp is registered as a bank holding company under the Bank Holding Company Act of 1956, as
amended (the “Bank Holding Company Act”) and, as such, our operations are regulated by the Board of Governors of the
Federal Reserve System (the “Federal Reserve Board”). See “Supervision and Regulation” below in this Report. For ease of
reference, we will sometimes use the terms “Company,” “we” or “us” in this Report to refer to Pacific Mercantile Bancorp on
a consolidated basis and “PM Bancorp” or the “Bancorp” to refer to Pacific Mercantile Bancorp on a “stand-alone” or
unconsolidated basis.

The Bank, which is headquartered in Orange County, California, approximately 40 miles south of Los Angeles,
conducts a commercial banking business in Orange, Los Angeles, San Bernardino and San Diego counties in Southern
California. The Bank is also a member of the Federal Reserve System and its deposits are insured, to the maximum extent
permitted by law, by the Federal Deposit Insurance Corporation (commonly known as the “FDIC”).

At December 31, 2008, our total assets, net loans, and total deposits had grown to $1.164 billion, $828 million and
$822 million, respectively. Additionally, as of that date a total of approximately 11,000 deposit accounts were being
maintained at the Bank by our customers, of which approximately 34% were business customers. Currently we operate eight
full service commercial banking offices (which we refer to as “financial centers”) and an internet banking branch at
www.pmbank.com. Due to the Bank’s internet presence, the Bank has customers who are located in 50 states and the District
of Columbia, although the vast majority of our customers are located in Southern California.

The Bank commenced business in March 1999, with the opening of its first financial center, located in Newport Beach,
California, and in April 1999 it launched its internet banking site, at www.pmbank.com, where our customers are able to
conduct many of their business and personal banking transactions, more conveniently and less expensively, with us, 24 hours
a day, 7 days a week. We have achieved rapid growth in Southern California since then, opening the following seven
additional financial centers between August 1999 and July, 2005:

Banking and Financial Center Locations County Opened for Business
San Juan Capistrano, California®.............. Orange August 1999
Costa Mesa, California.........ccocoevieieniennene Orange June 2001
Beverly Hills, California ..........ccocveeevnenee Los Angeles July 2001

La Jolla, California........ccoceeeviivinnenieninens San Diego June 2002

La Habra, California.........c.ccoovveveevininecnenens Orange September 2003
Long Beach, California.........cocooeeeeninn. Los Angeles September 2004
Ontario, California......c...cc.ccevveviiieiennninnns San Bernardino July 2005

(1) This office was originally opened in San Clemente, California, and was relocated to San Juan Capistrano in 2006.
1



According to data published by the FDIC, at December 31, 2008 there were approximately 154 commercial banks
operating with banking offices located in the counties of Los Angeles, Orange, San Diego, Riverside and San Bernardino in
Southern California. Of those commercial banks, 21 had assets in excess of $2 billion; 116 had assets under $500 million
(which are often referred to as “community banks™); 10 had assets between $500 million and $1 billion, and 7, including our
Bank, had assets ranging between $1 billion and $2 billion. As a result, we believe that we are well-positioned to achieve
further growth in Southern California.

PM Bancorp was organized in 2000 to become a bank holding company for the Bank. In June 2000, it did so, following
receipt of required regulatory approvals, by acquiring all of the stock of the Bank in a merger in which the shareholders of the
Bank became the shareholders of PM Bancorp, exchanging their shares of common stock of the Bank, on a one share-for-one
share basis, for shares of PM Bancorp’s common stock. Prior to that time, PM Bancorp had no material assets and had not
conducted any business.

Our Business Strategy

Our growth and expansion are the result of our adherence to a business plan which was created by our founders, who
include both experienced banking professionals and individuals who came out of the computer industry. That business plan is
to build and grow a banking organization that offers its customers the best attributes of a community bank, which are
personalized and responsive service, while taking advantage of advances in computer technology to reduce costs and at the
same time extend the geographic coverage of our banking franchise, initially within Southern California, by opening
additional financial centers and benefiting from opportunities that may arise in the future to acquire other banks.

In furtherance of that strategy:

*  We offer at our financial centers and at our interactive internet banking website, a broad selection of financial
products and services that address, in particular, the banking needs of business customers and professional firms,
including services that are typically available only from larger banks in our market areas.

*  We provide a level of convenience and access to banking services that we believe are not typically available from
the community banks with which we compete, made possible by the combination of our full service financial
centers and the internet banking capabilities coupled with personal services we offer our customers.

*  We have built a technology and systems infrastructure that we believe will support the growth and further
expansion of our banking franchise in Southern California.

*  We continue to review and analyze additional opportunities to further enhance our profitability including a
possible return to business of originating single family mortgage loans that qualify for resale into the secondary
mortgage market.

We plan to continue to focus our services and offer products primarily to small to mid-size businesses in order to
achieve internal growth of our banking franchise. We believe this focus will enable us to grow our loans and other earning
assets and increase our core deposits (consisting of non-interest bearing demand, and lower cost savings and money market
deposits), with the goal of increasing our net interest margins and improving our profitability. We also believe that, with our
technology systems in place, we have the capability to significantly increase the volume of banking transactions without
having to incur the cost or disruption of a major computer enhancement program.

In 2001 we expanded our business to include the origination of single family residential mortgage loans that, for the
most part, qualified for resale to long-term investors in the secondary residential mortgage market. In most instances, we
funded those mortgage loans at the time of their origination and sold them to investors in the secondary market, generally
within 30 days of funding. That business generated loan origination and processing fees for us, which were recorded as
noninterest income.

In 2005, we decided to discontinue that mortgage loan origination business due to a number of factors, including
(i) increases in the costs of operating that business, and (ii) changes in the mortgage market which we believed increased the
risks of that business, including the expectation that interest rates would be rising, which would lead to a decline in the
demand for such loans (in part because higher interest rates would make it more difficult for prospective borrowers to qualify
for such loans), and what appeared to us to be a diminution in the credit quality of prospective borrowers seeking such loans
and a resulting increase in sub-prime and other high-risk lending.



Although, due to adverse changes in the real estate market and the continuing economic recession, the demand for
residential mortgage loans has significantly declined during the past two years. However, we expect that there will be
an increase in home purchases in the coming months as prices for homes begin to stabilize and the economic recovery
begins, with a corresponding increase in the demand for single family mortgage loans, and that the credit quality of
prospective borrowers will be much improved, because credit underwriting standards are being tightened and sub-prime
and other high-risk mortgage loan products have been discontinued. Accordingly, we believe that these changes in the
mortgage market provide us with an opportunity to increase our revenues and profitability by re-entering the wholesale
mortgage origination business.

If we decide to pursue this opportunity, we plan to do so in a conservative manner by, among other things, building on
the experience we gained from our previous mortgage loan operations to structure this business to operate efficiently, hiring
experienced mortgage loan officers with proven track records, and applying stringent underwriting standards when making
credit decisions. Our plan would be to offer mortgage loan products initially consisting of government and agency-quality
one-to-four family first mortgage loans and in most instances we would fund these loans at the time of origination and then
sell them to investors in the secondary market within the succeeding 30 days.

Our Commercial Banking Operations

We seek to meet the banking needs of small and moderate size businesses, professional firms and individuals by
providing our customers with:

+ A broad range of loan and deposit products and banking and financial services, more typical of larger banks, in
order to gain a competitive advantage over independent or community banks that do not provide the same range
or breadth of services that we are able to provide to our customers;

A high level of personal service and responsiveness, more typical of independent and community banks, which
we believe gives us a competitive advantage over large out-of-state and other large multi-regional banks that are
unable, or unwilling, due to the expense involved, to provide that same level of personal service to this segment
of the banking market; and

+  The added flexibility, convenience and efficiency of conducting banking transactions with us over the Internet,
which we believe further differentiates us from many of the community banks with which we compete and
enables us to reduce the costs of providing services to our customers.

Deposit Products

Deposits are a bank’s principal source of funds for making loans and acquiring other interest earning assets.
Additionally, the interest expense that a bank must incur to attract and maintain deposits has a significant impact on its
operating results. A bank’s interest expense, in turn, will be determined in large measure by the types of deposits that it offers
to and is able to attract from its customers. Generally, banks seek to attract “core deposits” which consist of demand deposits
that bear no interest and low cost interest-bearing checking, savings and money market deposits. By comparison, time
deposits (also sometimes referred to as “certificates of deposit”), including those in denominations of $100,000 or more,
usually bear much higher interest rates and are more interest-rate sensitive and volatile than core deposits. A bank that is not
able to attract significant amounts of core deposits must rely on more expensive time deposits or alternative sources of cash,
such as Federal Home Loan Bank borrowings, to fund interest-earning assets, which means that its costs of funds will be
higher and, as a result, its net interest margin is likely to be lower than a bank with higher proportion of core deposits. See
“MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITIONS AND RESULTS OF
OPERATIONS — Results of Operations-Net Interest Income.”



The following table sets forth information regarding the composition, by type deposits maintained by our customers
during the year ended and as of December 31, 2008:

Year-to-Date

Average Balance Balance at
December 31, December 31,
2008 2008
(In thousands)
Type of Deposit

Noninterest-bearing checking aCCOUNES............c.ovevivevevieereeeeeeeeceeereeeeeeeeeeeeeeee e $ 158,501 $ 152,462
Interest-bearing checking acCOUNLS™ .............ocvevieveireeeeeeeeeeeee oo e e e 20,176 28,039
Money market and savings deposits®...........ccoeivriieirerereeieereeic et seeeees e 134,701 99,560
Certificates Of dEPOSIED........c.ouivvieieiiiereeeeee et ee et et e e e e e e e ee e e e e e ee oo 454,339 541,625
TOMAIS ..ottt e $ 767,717 $ 821,686

@ Includes savings accounts and money market accounts. Excludes money market deposits maintained at the Bank by

PM Bancorp with an annual average balance of $20.5 million for the year ended and a balance of $11.3 million at
December 31, 2008,

Comprised of time certificates of deposit in varying denominations under and over $100,000. Excludes certificates of
deposit maintained by PM Bancorp at the Bank with an average balance of $250,000 for the year ended and a balance
at December 31, 2008 of $250,000.

)

Loan Products

We offer our customers a number of different loan products, including commercial loans and credit lines, accounts
receivable and inventory financing, SBA guaranteed business loans, commercial real estate and construction loans, and
consumer loans. The following table sets forth the types and the amounts of our loans that were outstanding:

At December 31, 2008
Amount Percent of Total
(Dollars in thousands)
CommMETCIAl IOANS ........c.oivievieieieeeee et ee oot ees e $300,945 35.7%
Commercial real estate loans — OWner 0cCupied...........c.ceveeeveuvreeeeererernan, 174,169 20.6%
Commercial real estate 10ans — all Other ..........cocooveveeveeeeeeeeeeeeeeeeeeeeee, 127,528 15.1%
Residential mortgage loans — multi-family ................ccoovveeeeeeeeeeseeisenn 100,971 12.0%
Residential mortgage loans — single family ..............ooooimeuereveceerereeeeeeeene. 65,127 7.7%
CONSIIUCHION 108NS .....ocvevivitiiecreceeeeeee et 32,528 3.9%
Land development L0ANS ..........c.c.ovevevevivieieceeeeeeeeeseeeeeeeeeeees e es s 33,283 39%
CONSUMET L0ANS .....cecviiiiieieececeeeceeeeee e e e e e es e e e e e s e 9,173 1.1%
GIOSS LOANS ....cuvvinireiteeietect ettt et s e s e e s e e e e s eessseess oot $843,724 100.0%

Commercial Loans

The commercial loans we offer generally include short-term secured and unsecured business and commercial loans
with maturities ranging from 12 to 24 months, accounts receivable financing for terms of up to 18 months, equipment and
automobile term loans and leases which generally amortize over a period of up to 7 years, and SBA guaranteed business
loans with terms of up to 10 years. The interest rates on these loans generally are adjustable and usually are indexed to The
Wall Street Journal’s prime rate. However, since 2003 it generally has been our practice to establish an interest rate floor on a
best effort basis on our commercial loans, generally ranging from 5.0% to 6.0%. In order to mitigate the risk of borrower
default, we generally require collateral to support the credit or, in the case of loans made to businesses, personal guarantees
from their owners, or both. In addition, all such loans must have well-defined primary and secondary sources of repayment.
Generally, lines of credit are granted for no more than a 12-month period

Commercial loans, including accounts receivable financing, generally are made to businesses that have been in
operation for at least three years. To qualify for such loans, prospective borrowers generally must have debt-to-net worth
ratios not exceeding 4-to-1, operating cash flow sufficient to demonstrate the ability to pay obligations as they become due,
and good payment histories as evidenced by credit reports.



We also offer asset-based lending products, which involve a higher degree of risk, because they generally are made to
businesses that are growing rapidly, but cannot internally fund their growth without borrowings. These loans are
collateralized primarily by the borrower’s accounts receivable and inventory. We control our risk by generally requiring loan-
to-value ratios of not more than 80% and by closely and regularly monitoring the amount and value of the collateral in order
to maintain that ratio.

Commercial loan growth is important to the growth and profitability of our banking franchise because, although not
required to do so, commercial loan borrowers often establish noninterest-bearing (demand) and interest-bearing transaction
deposit accounts and banking services relationships with us. Those deposit accounts help us to reduce our overall cost of
funds and those banking services relationships provide us with a source of non-interest income.

Commercial Real Estate Loans

The majority of our commercial real estate loans are secured by first trust deeds on nonresidential real property. Loans
secured by nonresidential real estate often involve loan balances to single borrowers or groups of related borrowers, and
generally involve a greater risk of nonpayment than do mortgage loans secured by multi-family dwellings. Payments on these
loans depend to a large degree on the results of operations and cash flows of the borrowers, which are generated from a wide
variety of businesses and industries. As a result, repayment of these loans can be affected adversely by changes in the
economy in general or by the real estate market more specifically. Accordingly, the nature of this type of loan makes it more
difficult to monitor and evaluate. Consequently, we typically require personal guarantees from the owners of the businesses
to which we make such loans.

Customers desiring to obtain a commercial real estate loans are required to have good payment records with a debt
coverage ratio generally of at least 1.25 to 1. In addition, we require adequate insurance on the properties securing those loans
to protect the collateral value. These loans are generally adjustable rate loans with interest rates tied to a variety of
independent indexes. However, in some instances, the interest rates on these loans are fixed for an initial five year period and
then adjust thereafter based on an applicable index. These loans are generally written for terms of up to 12 years, with loan-
to-value ratios of not more than 75% in the case of owner occupied properties and 65% on non-owner occupied properties.

During 2008, we concluded that it had become necessary to charge off approximately $2 million of commercial real
estate loans as the borrowers became unable to meet their loan payment obligations due primarily to the worsening of the
economic recession and the credit crisis which prevented those borrowers from refinancing their loans. See
MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS—Results of Operation—~Provision for Loan Losses.

Residential Mortgage Loans

Residential mortgage loans consist primarily of loans that are secured by first trust deeds on apartment buildings or
other multi-family dwellings. To a lesser extent, we make loans secured by single-family residential properties, which we
usually retain in our loan portfolio rather than sell to third party investors.

We make multi-family residential mortgage loans primarily in Los Angeles and Orange Counties for terms up to 30
years. These loans generally are adjustable rate loans with interest rates tied to a variety of independent indexes; although in
some cases these loans have fixed interest rates for an initial five-year period and adjust thereafter based on an applicable
index. These loans generally have interest rate floors, payment caps, and prepayment penalties. The loans are underwritten
based on a variety of borrower and property criteria. Borrower criteria include liquidity and cash flow analysis and credit
history verifications. Property criteria generally include loan to value limits under 75% and debt coverage ratios of 1.20 to 1
or greater.

Single-family mortgages consist principally of adjustable rate loans, except that some of the loans have fixed interest
rates for the initial five years of the loan term and adjust thereafter. The majority of these loans have been made to finance the
purchase of, or it refinance of existing loans on, owner-occupied homes.

Real Estate Construction and Land Development Loans

Generally these loans are designed to meet the needs of specific construction projects, are secured by first trust deeds
on the properties, and typically do not exceed 18 months. Although borrowers are personally liable for repayment of these
loans, they usually are paid with proceeds from a permanent mortgage loan (take-out financing) or from the proceeds of the
sale of the property. The interest rates on these loans are adjustable and based on market rates of interest.



Real estate construction loans also provide us with the opportunity to establish business banking relationships that can
enable us to obtain deposits from and to provide revenue generating banking services to real estate developers and real
property owners in our service areas.

Beginning in 2007 and continuing through 2008, we reduced the volume of and, thereby, our exposure to construction
lending and lending on the security of single-family unattached housing. We plan to continue this practice in 2009.
Consumer Loans

We offer a variety of loan and credit products to consumers including personal instaliment loans, lines of credit and
credit cards. We design these products to meet the needs of our customers, and some are made at fixed rates of interest and
others at adjustable rates of interest. Consumer loans often entail greater risk than real estate mortgage loans, particularly in
the case of consumer loans which are unsecured or are secured by rapidly depreciable assets, such as automobiles, that may
not provide an adequate source of repayment in the event of a default by the consumer. Consumer loan collections are
dependent on the borrower’s ongoing financial stability. Furthermore, in the event a consumer files for bankruptcy
protection, the bankruptcy and insolvency laws may limit the amount which can be recovered on such loans. To qualify for a
consumer loan a prospective borrow must have a good payment record and, typically, debt ratios of not more than 40%.

Consumer loans and credit products are important because consumers are a source of noninterest-bearing checking
accounts and low cost savings deposits. Additionally, banking relationships with consumers tend to be stable and longer
lasting than banking relationships with businesses, which tend to be more sensitive to price competition.

Business Banking Services

We offer various banking and financial services designed primarily for our business banking customers. Those
services include:

*  Financial management tools and services that include multiple account control, account analysis, transaction
security and verification, wire transfers, bill payment, payroll and lock box services, most of which are available
at our Internet website, www.pmbank.com; and

*  Automated clearinghouse (ACH) origination services which enable businesses, that charge for their services or
products on a recurring monthly or other periodic basis, to obtain payment from their customers through an
automatic, pre-authorized debit from their customers’ bank accounts anywhere in the United States.

Convenience Banking Services

We also offer a number of services and products that make it more convenient to conduct banking transactions, such as
Internet banking services, ATMs, night drop services, courier and armored car services that enable our business customers to
order and receive cash without having to travel to our banking offices, and Remote Deposit Capture (PMB Xpress Deposit)
which enables business customers to image checks they receive for electronic deposit at the Bank, thereby eliminating the
need for customers to travel to our offices to deposit checks into their accounts.

Internet Banking Services
Our customers can securely access our internet bank at www.pmbank.com to:
*  Use financial cash management services
*  View account balances and account history
*  Transfer funds between accounts
*  Pay bills and order wire transfers of funds
*  Transfer funds from credit lines to deposit accounts
*  Order cash for delivery by courier service
*  Make loan payments
*  Print bank statements
*  Place stop payments
*  Purchase certificates of deposit

¢ Re-order checks



Security Measures

Our ability to provide customers with secure and uninterrupted financial services is of paramount importance to our
business. We believe our computer banking systems, services and software meet the highest standards of bank and electronic
systems security. The following are among the security measures that we have implemented:

Bank-Wide Security Measures

Service Continuity. In order to better ensure continuity of service, we have located our critical servers and
telecommunications systems at an offsite hardened and secure data center. This center provides the physical
environment necessary to keep servers up and running 24 hours a day, 7 days a week. This data center has
raised floors, temperature control systems with separate cooling zones, seismically braced racks, and
generators to keep the system operating during power outages and has been designed to withstand fires and
major earthquakes. The center also has a wide range of physical security features, including smoke
detection and fire suppression systems, motion sensors, and 24x7 secured access, as well as video camera
surveillance and security breach alarms. The center is connected to the Internet by redundant high speed
data circuits with advanced capacity monitoring.

Physical Security. All servers and network computers reside in secure facilities. Only employees with proper
identification may enter the primary server areas.

Monitoring. All customer transactions on our internet servers and internal computer systems produce one or more
entries into transactional logs. Our personnel routinely review these logs as a means of identifying and taking
appropriate action with respect to any abnormal or unusual activity. We believe that, ultimately, vigilant
monitoring is the best defense against fraud.

Internet Security Measures

We maintain electronic and procedural safeguards that comply with federal regulations to guard nonpublic personal
information. We regularly assess and update our systems to improve our technology for protecting information. On our
website, the security measures include:

Secure Sockets Layer (SSL) protocol,
Digital certificates,

Multi-factor authentication (MFA),
Intrusion detection systems, and

Firewall protection.

We believe the risk of fraud presented by providing internet banking services is not materially different from the risk of
fraud inherent in any banking relationship. Potential security breaches can arise from any of the following circumstances:

misappropriation of a customer’s account number or password;
penetration of our servers by an outside “hacker;”

fraud committed by a new customer in completing his or her loan application or opening a deposit account with
us; and

fraud committed by employees or service providers.

Both traditional banks and internet banks are vulnerable to these types of fraud. By establishing the security measures
described above, we believe we can minimize, to the extent practicable, our vulnerability to the first three types of fraud. To
counteract fraud by employees and service providers, we have established internal procedures and policies designed to ensure
that, as in any bank, proper control and supervision is exercised over employees and service providers. We also maintain
insurance to protect us from losses due to fraud committed by employees.

Additionally, the adequacy of our security measures is reviewed periodically by the Federal Reserve Board and the
California Department of Financial Institutions (“DFI”), which are the federal and state government agencies, respectively,
with supervisory authority over the Bank. We also retain the services of third party computer security firms to conduct
periodic tests of our computer and internet banking systems to identify potential threats to the security of our systems and to
recommend additional actions that we can take to improve our security measures.



Discontinued Business

In December 2002 we began offering our customers retail securities brokerage services through PMB Securities
Corp., a wholly-owned subsidiary that was a securities broker-dealer registered with the Securities and Exchange
Commission, and a member of the National Association of Securities Dealers, Inc. (the “NASD”). In the second quarter
of 2006, we sold that business.

Accordingly, our commercial banking business comprises our continuing operations, while the retail securities
brokerage business has been classified as a discontinued operation in our consolidated financial statements for the years
ended December 31, 2006, 2005 and 2004. Since that business was disposed of prior to 2007, neither its operations nor its
disposition affected our results of operations in the years ended December 31, 2007 and 2008, and will not affect our results
of operations in the future.

See “MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATION — Discontinued Business” in Part II of this Report.

Competition
Competitive Conditions in the Traditional Banking Environment

The banking business in California generally, and in our service area in particular, is highly competitive and is
dominated by a relatively small number of large multi-state and California-based banks that have numerous banking
offices operating over wide geographic areas. We compete for deposits and loans with those banks, with community
banks that are based or have branch offices in our market areas, and with savings and loan associations, credit unions,
money market and other mutual funds, stock brokerage firms, insurance companies, and other traditional and
nontraditional financial service organizations. We also compete for customers’ funds with governmental and private
entities issuing debt or equity securities or other forms of investments which may offer different and potentially higher
yields than those available through bank deposits.

Major financial institutions that operate throughout California and that have offices in our service areas include Bank
of America, Wells Fargo Bank, Union Bank of California, Bank of the West, U. S. Bancorp, Comerica Bank and Citibank.
Larger independent banks and other financial institutions with offices in our service areas include, among others, City
National Bank, Citizens Business Bank, California National Bank, Manufacturers Bank, and California Bank and Trust.

These banks, as well many other financial institutions in our service areas, have the financial capability to conduct
extensive advertising campaigns and to shift their resources to regions or activities of greater potential profitability. Many of
them also offer diversified financial services which we do not presently offer directly. The larger banks and financial
institutions also have substantially more capital and higher lending limits than our Bank.

In order to compete with the banks and other financial institutions operating in our service areas, we rely on our ability
to provide flexible, more convenient and more personalized service to customers, including Internet banking services and
financial tools. At the same time, we:

* emphasize personal contacts with existing and potential new customers by our directors, officers and
other employees;

* develop and participate in local promotional activities; and
*  seek to develop specialized or streamlined services for customers.
To the extent customers desire loans in excess of our lending limits or services not offered by us, we attempt to assist

them in obtaining such loans or other services through participations with other banks or assistance from our correspondent
banks or third party vendors. '



Competitive Conditions in Internet Banking

There are a number of banks that offer services exclusively over the internet, such as E¥XTRADE Bank, and other
banks, such as Bank of America and Wells Fargo Bank, that market their internet banking services to their customers
nationwide. We believe that only the larger of the commercial banks with which we compete offer the comprehensive set of
internet banking services that we offer to our customers. However, an increasing number of community banks offer internet
banking services to their customers by relying on third party vendors to provide the functionality they need to provide such
services. Additionally, many of the larger banks do have greater market presence and greater financial resources to market
their internet banking services than do we. Moreover, new competitors and competitive factors are likely to emerge,
particularly in view of the rapid development of internet commerce. On the other hand, there have been some recently
published reports indicating that the actual rate of growth in the use of the internet banking services by consumers and
businesses is lower than had been previously predicted and that many customers still prefer to be able to conduct at least
some of their banking transactions at local banking offices. We believe that these findings support our strategic decision,
made at the outset of our business, to offer customers the benefits of both traditional and internet banking services. We also
believe that this strategy has been an important factor in our growth to date and will contribute to our growth in the future.
See “BUSINESS — Our Business Strategy” earlier in this Section of this Report.”

Impact of Economic Conditions, Government Policies and Legislation on our Business

Government Monetary Policies. Our profitability, like that of most financial institutions, is affected to a significant
extent by our net interest income, which is the difference between the interest income we generate on interest-earning assets,
such as loans and investment securities, and the interest we pay on deposits and other interest-bearing liabilities, such as
borrowings. Our interest income and interest expense, and hence our net interest income, depends to a great extent on
prevailing market rates of interest, which are highly sensitive to many factors that are beyond our control, including inflation,
recession and unemployment. Moreover, it is often difficult to predict, with any assurance, how changes in economic
conditions will affect our future financial performance.

Our net interest income and operating results also are affected by monetary and fiscal policies of the federal
government and the policies of regulatory agencies, particularly the Federal Reserve Board. The Federal Reserve Board
implements national monetary policies to curb inflation, or to stimulate borrowing and spending in response to economic
downturns, through its open-market operations by adjusting the required level of reserves that banks and other depository
institutions must maintain, and by varying the target federal funds and discount rates on borrowings by banks and other
depository institutions. These actions affect the growth of bank loans, investments and deposits and the interest earned on
interest-earning assets and paid on interest-bearing liabilities. The nature and impact of any future changes in monetary and
fiscal policies on us cannot be predicted with any assurance.

Legislation Generally. From time to time, federal and state legislation is enacted which can affect our operations and
our operating results by materially increasing the costs of doing business, limiting or expanding the activities in which banks
and other financial institutions may engage, or altering the competitive balance between banks and other financial services
providers. Several proposals for legislation that could substantially intensify the regulation of the financial services industry
(including a possible comprehensive overhaul of the financial institutions regulatory system) are expected to be introduced
and possibly enacted in the new Congress in response to the current economic recession, the credit crisis and the deterioration
in the financial condition of some of the largest banks and financial institutions in this country. We cannot predict if or when
such or other legislation will be enacted, and if enacted, how such legislation, or the regulations or policies that regulatory
authorities adopt to implement such legislation, will affect our financial condition or results of operations.



Economic Conditions and Recent Legislation and Other Government Actions. The economic recession, which began in
the latter half of 2007 and worsened considerably during 2008 and the resulting increase in real estate loan foreclosures and
unemployment, together with significant write-downs by banks and other financial institutions in the value of their financial
assets and the credit crisis, have created considerable uncertainties with respect to the financial performance and, in some
cases the viability, of banking and other financial institutions. Moreover, these conditions, which are expected to continue at
least through the first half of 2009, have led (among other things) to (i) increased competition among depository institutions
for deposits and declines in their net interest income, and (ii) significant write-downs in the value of their loans and other
financial assets that have necessitated significant increases in their loan loss and other reserves, which have significantly and
adversely affected the operating results of banking and other financial institutions, many of which have reported losses for
2008, and led to steep declines in their stock prices. In addition, bank regulatory agencies have been very aggressive in
responding to concerns and trends identified in their bank examinations, which has resulted in the increased issuance of
enforcement orders requiring action to address credit quality, liquidity and risk management and capital adequacy, as well as
other safety and soundness concerns. All of these conditions, moreover, have led to pressure from the Obama Administration
and demands in Congress for new legislation that would require increased regulation of banks and other financial institutions.

On October 3, 2008, the Emergency Economic Stabilization Act of 2008 (“EESA”) was enacted into law by Congress
and the President in an effort to restore confidence and stabilize the volatility in the U.S. banking system and to encourage
financial institutions to increase their lending to each other and to businesses and consumers. Initially introduced as the
Troubled Asset Relief Program or “TARP”, the EESA authorized the United States Department of the Treasury (“Treasury”)
to purchase from financial institutions and their holding companies up to $700 billion in so-called “troubled” or “toxic”
assets, such as mortgage loans, mortgage-related securities and certain other financial instruments, including debt and equity
securities issued by financial institutions and their holding companies.

On October 14, 2008, the Treasury announced its intention to inject capital into U.S. financial institutions under a new
Capital Purchase Program as part of TARP (the “TARP CPP” or the “CPP”). That Program authorized the Treasury to
purchase senior preferred stock of financially stronger banks and bank holding companies that applied to participate in this
Program. According to Treasury officials, the capital infusions by the Treasury, pursuant to the CPP, were designed to lead
banks to increase their lending and to restore public confidence in the banking system. Under the terms of the CPP, banking
institutions who qualify for, and elect to participate in, this Program are required to agree to a number of restrictions that
would continue in effect until such time as they redeemed the senior preferred stock that they had issued to the Treasury in
return for the Treasury’s capital investment. Among other things, participating banks and bank holding companies are
prohibited from paying dividends on their common stock, and from making certain repurchases of their equity securities,
until all accrued and unpaid dividends are paid on the senior preferred stock, subject to certain limited exceptions, and may
not increase dividends on their common stock without the Treasury’s prior consent.

In addition, participating banks and bank holding companies are required to adopt certain restrictions with respect
to the payment of executive compensation and certain standards of corporate governance. Generally, under the TARP
CPP, the executive compensation restrictions apply to the participating institution’s Chief Executive Officer, Chief
Financial Officer and the three next most highly compensated senior executives. The governance standards include
(i) ensuring that incentive compensation for senior executives does not encourage unnecessary and excessive risks that
can threaten the value of the financial institution; (ii) require “clawback” or disgorgement of any bonus or incentive
compensation paid to a senior executive based on statements of earnings, gains or other criteria that are later proven to
have been materially inaccurate; (iii) limit the amount of severance compensation that may be paid to senior executives;
and (iv) limit the amount of executive compensation that participating institutions may deduct for income tax purposes to
$500,000 for each senior executive in any year.

The bank regulatory agencies, the Treasury and the Office of Special Inspector General, also created by the EESA,
have issued guidance and requests to the financial institutions participating in the CPP to document their plans for using and
the uses they have made of TARP CPP funds and their plans for addressing the executive compensation requirements under
the CPP.

The EESA also increased, through the end of 2009, FDIC deposit insurance on most bank accounts from $100,000 to
$250,000. In addition, the FDIC has implemented a program to provide deposit insurance for the full amount of most non-
interest bearing transaction accounts through the end of 2009 and another program to guarantee certain unsecured debt of
financial institutions and their holding companies through June 2012. The FDIC charges “systemic risk special assessments”
to those depository institutions that participate in this debt guarantee program and the FDIC has recently proposed that
Congress give it expanded authority to charge fees to those holding companies which benefit directly and indirectly from the
FDIC guarantees. Banking institutions had until December 5, 2008 to opt out of either or both these two FDIC programs. We
chose not to opt out of the transaction account deposit program, or the debt guarantee program.
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In February 2009, Congress approved and the President signed the American Recovery and Reinvestment Act of
2009 (the “ARRA”). The primary purposes of the ARRA was to curb rising unemployment and restore confidence in the
economy by (i) funding federal, state and local government infrastructure improvement and other public and private
projects to create new jobs and (ii) reducing federal taxes paid by middle class taxpayers in order to stimulate increase
spending, which had declined significantly as a result of the economic recession. However, the ARRA also imposed
(i) additional restrictions and conditions on existing CPP participants and (ii) new restrictions and conditions on banks
and bank holding companies that qualify for and elect to participate in the TARP CPP for the first time and on existing
CPP participants that qualify for and elect to obtain additional TARP CCP funds. Such additional and new restrictions
include prohibitions on the payment by CPP participants of any severance compensation to certain of their most highly
compensated employees and place limitations on the bonus or incentive compensation that may be paid to those
employees to no more than one-third of their annual cash compensation.

The Treasury and the federal bank regulatory agencies also have announced, in a joint statement, their intention to
implement a new Financial Stability Plan to provide additional capital support for banks under a F ederal Reserve Board
Capital Assistance Program, establish a public-private investment fund to purchase troubled assets from banking and other
financial institutions and to expand funding for the Federal Reserve Board’s Term Asset-Backed Securities Loan Facility, for
the purposes of generating increased lending by banks and other financial institutions and stabilizing the securitization
markets. In late February 2009, the Treasury and the federal bank regulatory agencies issued an additional joint statement to
provide further guidance with respect to the Federal Reserve Board’s Capital Assistance Program. Among other things, that
joint statement (i) addressed planned “stress test” assessments of major banks to be conducted to determine whether
additional capital buffers for any of those banks are warranted, in which case those banks would have an opportunity to turn
first to private sources for additional capital and, if sufficient capital cannot be obtained from those sources, then to the
federal government for such capital; (ii) provided that any such additional government capital would be in the form of
mandatory convertible preferred shares, which would be converted into common equity shares of the banking institution if
and as needed over time to keep it in a well-capitalized position; and (iii) provided that banking institutions which had
previously obtained capital infusions under the TARP CPP also would be eligible to exchange the non-convertible preferred
stock they had previously issued to the Treasury under the CCP into the mandatory convertible preferred shares. This
mandatory conversion feature, providing for the federal government to convert the preferred shares to common equity shares,
is intended to enable those institutions to maintain or enhance the quality of their capital by increasing their tangible common
equity capital ratios, at the cost, however, of diluting the equity ownership and interests of existing shareholders.

Further legislation is likely to be proposed and may be enacted to restrict the use of or impose additional restrictions on
recipients of TARP funds and to overhaul the bank regulatory system and provide for additional regulatory oversight of
banks and other financial institutions.

There is no assurance that this legislation and government programs that have been adopted and the additional
restrictions that have been imposed on banking and other financial institutions, or any legislation, government programs or
restrictions that may be adopted or implemented in the future, in response to the current recession and the mortgage
foreclosure and credit crisis, will be successful in strengthening financial institutions, generating increased lending and
stabilizing and strengthening the credit and financial and equity markets. Additionally, it is too soon to predict how such
legislation, programs and restrictions will affect us, our operations or future financial performance or whether we will benefit
from or be adversely affected by such legislation, programs or restrictions.

Supervision and Regulation

Both federal and state laws extensively regulate bank holding companies and banks. Such regulation is intended
primarily for the protection of depositors and the FDIC’s deposit insurance fund and is not for the benefit of shareholders. Set
forth below is a summary description of the material laws and regulations that affect or bear on our operations. The
description does not purport to be complete and is qualified in its entirety by reference to the laws and regulations that are
summarized below.

Pacific Mercantile Bancorp

General. Pacific Mercantile Bancorp is a registered bank holding company subject to regulation under the Bank
Holding Company Act of 1956, as amended. Pursuant to that Act, we are subject to supervision and periodic examination by,
and are required to file periodic reports with, the Board of Governors of the Federal Reserve System (the “Federal Reserve
Board” or the “FRB”).
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As a bank holding company, we are allowed to engage, directly or indirectly, only in banking and other activities that
the Federal Reserve Board deems to be so closely related to banking or managing or controlling banks as to be a proper
incident thereto. Business activities designated by the Federal Reserve Board to be closely related to banking include
securities brokerage services and products and data processing services, among others.

As a bank holding company, we also are required to obtain the prior approval of the Federal Reserve Board for the
acquisition of more than 5% of the outstanding shares of any class of voting securities, or of substantially all of the assets, by
merger or purchases of (i) any bank or other bank holding company and (ii) any other entities engaged in banking-related
businesses or that provide banking-related services.

Under Federal Reserve Board regulations, a bank holding company is required to serve as a source of financial and
managerial strength to its subsidiary banks and may not conduct its operations in an unsafe or unsound manner. In addition, it
is the Federal Reserve Board’s policy that, in serving as a source of strength to its subsidiary banks, a bank holding company
should stand ready to use available resources to provide adequate capital funds to its subsidiary banks during periods of
financial stress or adversity and should maintain the financial flexibility and capital-raising capacity to obtain additional
resources for assisting its subsidiary banks. For that reason, among others, the Federal Reserve Board requires all bank
holding companies to maintain capital at or above certain prescribed levels. A bank holding company’s failure to meet these
requirements will generally be considered by the Federal Reserve Board to be an unsafe and unsound banking practice or a
violation of the Federal Reserve Board’s regulations or both, which could lead to the imposition of restrictions on the
offending bank holding company, including restrictions on its further growth. See the discussion below under the caption “—
Capital Standards and Prompt Corrective Action.”

Additionally, among its powers, the Federal Reserve Board may require any bank holding company to terminate an
activity or terminate control of, or liquidate or divest itself of, any subsidiary or affiliated company that the Federal Reserve
Board determines constitutes a significant risk to the financial safety, soundness or stability of the bank holding company or
any of its banking subsidiaries. The Federal Reserve Board also has the authority to regulate provisions of a bank holding
company’s debt, including authority to impose interest ceilings and reserve requirements on such debt. Subject to certain
exceptions, bank holding companies also are required to file written notice and obtain approval from the Federal Reserve
Board prior to purchasing or redeeming their common stock or other equity securities. A bank holding company and its non-
banking subsidiaries also are prohibited from implementing so-called tying arrangements whereby customers may be
required to use or purchase services or products from the bank holding company or any of its non-bank subsidiaries in order
to obtain a loan or other services from any of the holding company’s subsidiary banks.

The Company also is a bank holding company within the meaning of Section 3700 of the California Financial Code. As
such, we are subject to examination by, and may be required to file reports with, the California Department of Financial
Institutions (“DFI”).

Financial Services Modernization Legislation. The Financial Services Modernization Act, which also is known as the
Gramm-Leach-Bliley Act, was enacted into law in 1999. The principal objectives of that Act were to establish a
comprehensive framework to permit affiliations among commercial banks, insurance companies, securities and investment
banking firms, and other financial service providers. Accordingly, the Act revised and expanded the Bank Holding Company
Act to permit a bank holding company system, meeting certain specified qualifications, to engage in broader range of
financial activities to foster greater competition among financial services companies. To accomplish those objectives, among
other things, the Act repealed the two affiliation provisions of the Glass-Steagall Act that had been adopted in the early 1930s
during the Depression: Section 20, which restricted the affiliation of Federal Reserve Member Banks with firms “engaged
principally” in specified securities activities; and Section 32, which restricted officer, director, or employee interlocks
between a member bank and any company or person “primarily engaged” in specified securities activities. The Financial
Services Modernization Act also contains provisions that expressly preempt and make unenforceable any state law restricting
the establishment of financial affiliations, primarily related to insurance. That Act also:

*  broadened the activities that may be conducted by national banks, bank subsidiaries of bank holding companies,
and their financial subsidiaries;

* provided an enhanced framework for protecting the privacy of consumer information;

* adopted a number of provisions related to the capitalization, membership, corporate governance, and other
measures designed to modernize the Federal Home Loan Bank system;

*  modified the laws governing the implementation of the Community Reinvestment Act (which is described in
greater detail below); and

*  addressed a variety of other legal and regulatory issues affecting both day-to-day operations and long-term
activities of banking institutions.
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Before a bank holding company may engage in any of the financial activities authorized by that Act, it must file an
application with its Federal Reserve Bank that confirms that it meets certain qualitative eligibility requirements established
by the FRB. A bank holding company that meets those qualifications and files such an application will be designated as a
“financial holding company”, as a result of which it will become entitled to affiliate with securities firms and insurance
companies and engage in other activities, primarily through non-banking subsidiaries, that are financial in nature or are
incidental or complementary to activities that are financial in nature. According to current Federal Reserve Board regulations,
activities that are financial in nature and may be engaged in by financial holding companies, through their non-bank
subsidiaries, include:

«  securities underwriting; dealing and market making;
+  sponsoring mutual funds and investment companies;
«  engaging in insurance underwriting and brokerage; and

+  engaging in merchant banking activities.

A bank holding company that does not qualify as a financial holding company may not engage in such financial
activities. Instead, as discussed above, it is limited to engaging in banking and such other activities that have been determined
by the Federal Reserve Board to be closely related to banking.

We have no current plans to engage in any activities not permitted to traditional bank holding companies, including
those expressly permitted by the Financial Services Modernization Act and we are not a financial holding company.

Privacy Provisions of the Financial Services Modernization Act. As required by the Financial Services
Modernization Act, federal banking regulators have adopted rules that limit the ability of banks and other financial
institutions to disclose nonpublic information about consumers to nonaffiliated third parties. Pursuant to the rules,
financial institutions must provide:

«  initial notices to customers about their privacy policies, describing the conditions under which banks and other
financial institutions may disclose non-public personal information about their customers to non-affiliated third
parties and affiliates;

- annual notices of their privacy policies to current customers; and

«  areasonable method for customers to “opt out” of disclosures to nonaffiliated third parties.

The Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley Act of 2002 (i) established requirements with respect to
oversight and supervision of public accounting firms, and (ii) required the implementation of measures designed to improve
corporate governance of companies with securities registered under the Securities and Exchange Act of 1934, as amended
(“public companies”) and which, therefore, apply to us. Among other things, the Sarbanes-Oxley Act:

«  Provided for the establishment of a five-member oversight board, known as the Public Company Accounting
Oversight Board (the “PCAOB”), which is appointed by the Securities and Exchange Commission and that is
empowered to set standards for and has investigative and disciplinary authority over accounting firms that audit
the financial statements of public companies.

+  Prohibits public accounting firms from providing various types of consulting services to their public company
clients and requires accounting firms to rotate partners among public company clients every five years in order to
assure that public accountants maintain their independence from managements of the companies whose financial
statements they audit.

« Increased the criminal penalties for financial crimes and securities fraud.

Requires public companies to implement disclosure controls and procedures designed to assure that material
information regarding their business and financial performance is included in the public reports they file under
the Securities and Exchange Act of 1934 (“Exchange Act Reports™).

+  Requires the chief executive and chief financial officers of public companies to certify as to the accuracy and
completeness of the Exchange Act Reports that their companies file, the financial statements included in those
Reports and the effectiveness of their disclosure procedures and controls.
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*  Requires, pursuant to Section 404 of the Act, that (i) the chief executive and chief financial officer of a public
company to test and certify to the effectiveness of their company’s internal control over financial reporting, and
(ii) a public company’s outside auditors to independently test and issue a report as to whether the company’s
internal control over its financial reporting is effective and whether there are any material weaknesses or
significant deficiencies in those financial controls.

*  Requires a majority of the directors of public company to be independent of the company’s management and that
the directors that serve on a public company’s audit committee meet standards of independence that are more
stringent than those that apply to non-management directors generally.

*  Requires public companies whose publicly traded securities have a value in excess of $75 million to file their
Exchange Act Reports on a more accelerated basis than had been required prior to the adoption of the Sarbanes-
Oxley Act.

*  Requires more expeditious reporting by directors and officers and other public company insiders regarding their
trading in company securities.

*  Established statutory separations between investment banking firms and financial analysts.

We have taken the actions required by, and we believe we are in compliance with the provisions of the Sarbanes-Oxley
Act that are applicable to us. Among other things, we have implemented disclosure controls and procedures and taken other
actions to meet the expanded disclosure requirements and certification requirements of the Sarbanes-Oxley Act. Additionally,
our Chief Executive and Chief Financial Officers have tested and have determined that our internal control over financial
reporting was effective as of December 31, 2008 and our independent registered public accounting firm has issued its report,
which is contained in Item 9A of this Annual Report, expressing an unqualified opinion on the effectiveness of our internal
control over financial reporting as of December 31, 2008. We also have determined that five of our six directors meet the
independence requirements of, and that all members of our audit committee meet the more stringent standards of
independence applicable to audit committee membership pursuant to, the Sarbanes-Oxley Act.

Pacific Mercantile Bank

General. Pacific Mercantile Bank (the “Bank™) is subject to primary supervision, periodic examination and regulation
by (i) the Federal Reserve Board, which is its primary federal banking regulator, because the Bank is a member of the Federal
Reserve Bank of San Francisco and (ii) the DFI, because the Bank is a California state chartered bank. The Bank also is
subject to certain of the regulations promulgated by the FDIC, because its deposits are insured by the FDIC.

Various requirements and restrictions under the Federal and California banking laws affect the operations of the Bank.
These laws and the implementing regulations, which are promulgated by Federal and State regulatory agencies, cover most
aspects of a bank’s operations, including the reserves a bank must maintain against deposits and for possible loan losses and
other contingencies; the types of deposits it obtains and the interest it is permitted to pay on different types of deposit
accounts; the loans and investments that a bank may make; the borrowings that a bank may incur; the number and location of
banking offices that a bank may establish; the rate at which it may grow its assets; the acquisition and merger activities of a
bank; the amount of dividends that a bank may pay; and the capital requirements that a bank must satisfy, which can
determine the extent of supervisory control to which a bank will be subject by its federal and state bank regulators. A more
detailed discussion regarding capital requirements that are applicable to us and the Bank is set forth below under the caption
“Capital Standards and Prompt Corrective Action.”

Permissible Activities and Subsidiaries. California law permits state chartered commercial banks to engage in any
activity permissible for national banks. Those permissible activities include conducting many so-called “closely related to
banking” or “nonbanking” activities either directly or through their operating subsidiaries.

Interstate Banking and Branching. Under the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994,
bank holding companies and banks generally have the ability to acquire or merge with banks in other states; and, subject to
certain state restrictions, banks may also acquire or establish new branches outside their home states. Interstate branches are
subject to certain laws of the states in which they are located. The Bank presently does not have any interstate branches.
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Federal Home Loan Bank System. The Bank is a member of the Federal Home Loan Bank (“FHLB”) of San Francisco.
Among other benefits, each FHLB serves as a reserve or central bank for its members within its assigned region and makes
available loans or advances to its members. Each FHLB is financed primarily from the sale of consolidated obligations of the
FHLB system. As an FHLB member, the Bank is required to own a certain amount of capital stock in the FHLB. At
December 31, 2008, the Bank was in compliance with the FHLB’s stock ownership requirement. Historically, the FHLB has
paid dividends on its capital stock to its members. However, the FHLB recently announced that it would not pay any
dividends on its capital stock in the first quarter of 2009, and there can be no assurance that the FHLB will pay dividends at
the same rate it has paid in the past, or that it will pay any dividends, in the future.

FRB Deposit Reserve Requirements. The Federal Reserve Board requires all federally-insured depository institutions to
maintain noninterest bearing reserves at specified levels against their transaction accounts. At December 31, 2008, the Bank
was in compliance with these requirements.

If, as a result of an examination of a federally regulated bank, its primary federal bank regulatory agency, such as the
Federal Reserve Board, were to determine that the financial condition, capital resources, asset quality, earnings prospects,
management, liquidity, or other aspects of a bank’s operations had become unsatisfactory or that the bank or its management
was in violation of any law or regulation, that agency has the authority to take a number of different remedial actions as it
deems appropriate under the circumstances. These actions include the power to enjoin “unsafe or unsound” banking
practices; to require affirmative action to correct any conditions resulting from any violation or practice; to issue an
administrative order that can be judicially enforced; to require the bank to increase its capital; to restrict the bank’s growth; to
assess civil monetary penalties against the bank or its officers or directors; to remove officers and directors of the bank; and,
if the federal agency concludes that such conditions cannot be corrected or there is an imminent risk of loss to depositors, to
terminate a bank’s deposit insurance, which in the case of a California chartered bank would result in revocation of its charter
and require it to cease its banking operations. Additionally, under California law the DFI has many of the same remedial
powers with respect to the Bank, because it is a California state chartered bank.

Dividends and Other Transfers of Funds. Cash dividends from the Bank constitute the primary source of cash available
to PM Bancorp for its operations and to fund any cash dividends that the board of directors might declare in the future. PM
Bancorp is a legal entity separate and distinct from the Bank and the Bank is subject to various statutory and regulatory
restrictions on its ability to pay cash dividends to PM Bancorp. Those restrictions would prohibit the Bank, subject to certain
limited exceptions, from paying cash dividends in amounts that would cause the Bank to become undercapitalized.
Additionally, the Federal Reserve Board and the DFI have the authority to prohibit the Bank from paying dividends, if either
of those authorities deems the payment of dividends by the Bank to be an unsafe or unsound practice. See “Dividend
Policy—Restrictions on the Payment of Dividends.”

Additionally, it is FRB policy that bank holding companies should generally pay dividends on common stock only out
of income available over the past year, and only if prospective earnings retention is consistent with the organization’s
expected future needs and financial condition. It is also an FRB policy that bank holding companies should not maintain
dividend Ievels that undermine the company’s ability to be a source of strength to its banking subsidiaries. Additionally, in
consideration of the current financial and economic environment, the FRB has indicated that bank holding companies should
carefully review their dividend policy and has discouraged payment ratios that are at maximum allowable levels unless both
asset quality and capital are very strong.

The Federal Reserve Board also has established guidelines with respect to the maintenance of appropriate levels of
capital by banks and bank holding companies under its jurisdiction. Compliance with the standards set forth in those
guidelines and the restrictions that are or may be imposed under the prompt corrective action provisions of federal law could
limit the amount of dividends which the Bank or the Company may pay. See “—Capital Standards and Prompt Corrective
Action” below in this Section of this Report.

Single Borrower Loan Limitations. With certain limited exceptions, the maximum amount of obligations, secured or
unsecured, that any borrower (including certain related entities) may owe to a California state bank at any one time may not
exceed 25% of the sum of the shareholders’ equity, allowance for loan losses, capital notes and debentures of the bank.
Unsecured obligations may not exceed 15% of the sum of the shareholders’ equity, allowance for loan losses, capital notes
and debentures of the bank.
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Restrictions on Transactions between the Bank and the Company and its other Affiliates. The Bank is subject to
restrictions imposed by federal law on any extensions of credit to, or the issuance of a guarantee or letter of credit on behalf
of, the Company or any of its other subsidiaries; the purchase of, or investments in, Company stock or other Company
securities and the taking of such securities as collateral for loans; and the purchase of assets from the Company or any of its
other subsidiaries. These restrictions prevent the Company and any of its subsidiaries from borrowing from the Bank unless
the loans are secured by marketable obligations in designated amounts, and such secured loans and investments by the Bank
in the Company or any of its subsidiaries are limited, individually, to 10% of the Bank’s capital and surplus (as defined by
federal regulations) and, in the aggregate, for all loans made to and investments made in the Company and its other
subsidiaries, to 20% of the Bank’s capital and surplus. California law also imposes restrictions with respect to transactions
involving the Company and other persons deemed under that law to control the Bank.

Safety and Soundness Standards

Banking institutions may be subject to potential enforcement actions by the federal regulators for unsafe or unsound
practices or for violating any law, rule, regulation, or any condition imposed in writing by its primary federal banking
regulatory agency or any written agreement with that agency. The federal banking agencies have adopted guidelines designed
to identify and address potential safety and soundness concerns that could, if not corrected, lead to deterioration in the quality
of a bank’s assets, liquidity or capital. Those guidelines set forth operational and managerial standards relating to such
matters as:

*  internal controls, information systems and internal audit systems;
¢ loan documentation;
¢ credit underwriting;
¢ asset growth;
*  earnings; and
*  compensation, fees and benefits.
In addition, federal banking agencies also have adopted safety and soundness guidelines with respect to asset quality.

These guidelines provide six standards for establishing and maintaining a system to identify problem assets and prevent those
assets from deteriorating. Under these standards, an FDIC-insured depository institution is expected to:

+  conduct periodic asset quality reviews to identify problem assets, estimate the inherent losses in problem assets
and establish reserves that are sufficient to absorb those estimated losses;

* compare problem asset totals to capital;

» take appropriate corrective action to resolve problem assets;

*  consider the size and potential risks of material asset concentrations; and

*  provide periodic asset quality reports with adequate information for the bank’s management and the board of

directors to assess the level of asset risk.

These guidelines also establish standards for evaluating and monitoring earnings and for ensuring that earnings are
sufficient for the maintenance of adequate capital and reserves.

Capital Standards and Prompt Corrective Action

The Federal Deposit Insurance Act (“FDIA”) provides a framework for regulation of depository institutions and their
affiliates, including parent holding companies, by their federal banking regulators. Among other things, it requires the
relevant federal banking regulator to take “prompt corrective action” with respect to a depository institution if that institution
does not meet certain capital adequacy standards, including requiring the prompt submission of an acceptable capital
restoration plan if the depository institution’s bank regulator has concluded that it needs additional capital.
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Supervisory actions by a bank’s federal regulator under the prompt corrective action rules generally depend upon an
institution’s classification within one of five capital categories, which is determined on the basis of a bank’s total capital
ratio, Tier 1 capital ratio and leverage ratio. Tier 1 capital consists principally of common stock and nonredeemable preferred
stock, retained earnings and, subject to certain limitations, subordinated long term debentures or notes that meet certain
conditions established by the Federal Reserve Board. See “MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITIONS AND RESULTS OF OPERATIONS — Capital Resources” in Item 7 in Part II of this Report.

A depository institution’s capital tier under the prompt corrective action regulations will depend upon how its capital
levels compare with various relevant capital measures and the other factors established by the relevant regulations. Those
regulations provide that a bank will be:

«  “well capitalized” if it has a total risk-based capital ratio of 10.0% or greater, a Tier 1 risk-based capital ratio of
6.0% or greater, and a leverage ratio of 5.0% or greater, and is not subject to any order or written directive by any
such regulatory authority to meet and maintain a specific capital level for any capital measure;

+  “adequately capitalized” if it has a total risk-based capital ratio of 8.0% or greater, a Tier 1 risk-based capital
ratio of 4.0% or greater, and a leverage ratio of 4.0% or greater and is not “well capitalized”;

+  “undercapitalized” if it has a total risk-based capital ratio that is less than 8.0%, a Tier 1 risk-based capital ratio
of less than 4.0% or a leverage ratio of less than 4.0%;

+  “significantly undercapitalized” if it has a total risk-based capital ratio of less than 6.0%, a Tier 1 risk-based
capital ratio of less than 3.0% or a leverage ratio of less than 3.0%; and

«  “critically undercapitalized” if its tangible equity is equal to or less than 2.0% of average quarterly
tangible assets.

If a bank that is classified as a well-capitalized institution is determined (after notice and opportunity for hearing), by
its federal regulatory agency to be in an unsafe or unsound condition or to be engaging in an unsafe or unsound practice, that
agency may, under certain circumstances, reclassify the bank as adequately capitalized. If a bank has been classified as
adequately capitalized or undercapitalized, its federal regulatory agency may nevertheless require it to comply with bank
supervisory provisions and restrictions that would apply to a bank in the next lower capital classification, if that regulatory
agency has obtained supervisory information regarding the bank (other than with respect to its capital levels) that raises
safety or soundness concerns. However, a significantly undercapitalized bank may not be treated by its regulatory agency as
critically undercapitalized.

The FDIA generally prohibits a bank from making any capital distributions (including payments of dividends) or
paying any management fee to its parent holding company if the bank would thereafter be “undercapitalized.”
“Undercapitalized” banks are subject to growth limitations and are required to submit a capital restoration plan. The federal
regulatory agency for such a bank may not accept its capital restoration plan unless it determines, among other things, that the
plan is based on realistic assumptions and is likely to succeed in restoring the bank’s capital. In addition, for a capital
restoration plan to be acceptable, the bank’s parent holding company must guarantee that the bank will comply with its
capital restoration plan. The bank holding company also is required to provide appropriate assurances of performance. Under
such a guarantee and assurance of performance, if the bank fails to comply with its capital restoration plan, the parent holding
company may become subject to liability for such failure in an amount up to the lesser of (i) 5.0% of the its bank subsidiary’s
total assets at the time it became undercapitalized, and (ii) the amount which is necessary (or would have been necessary) to
bring the bank into compliance with all applicable capital standards as of the time it failed to comply with the plan.

If a bank fails to submit an acceptable capital restoration plan, it will be treated as if it is “significantly
undercapitalized.” In that event, the bank’s federal regulatory agency may impose a number of additional requirements and
restrictions on the bank, including orders or requirements (i) to sell sufficient voting stock to become “adequately
capitalized,” (ii) to reduce its total assets, and (iii) cease the receipt of deposits from correspondent banks. “Critically
undercapitalized” institutions are subject to the appointment of a receiver or conservator.
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The following table sets forth, as of December 31, 2008, the regulatory capital ratios of the Company (on a
consolidated basis) and the Bank (on a stand-alone basis) and compares those capital ratios to the federally established capital
requirements that must be met for a bank holding company or a bank to be deemed “adequately capitalized” or “well
capitalized” under the prompt corrective action regulations that are described above:

To Be Classified for Regulatory Purposes As

At December 31, 2008 Actual Adequately Capitalized Well Capitalized
Total Capital to Risk Weighted Assets
COMPANY ... 12.1% Atleast 8.0% At least 10.0%
BanK ....ocoiiiiiicc ettt e tens 10.1% Atleast 8.0% At least 10.0%
Tier I Capital to Risk Weighted Assets
COMPANY .....eiiriiiiiiitcirseeeiee ettt se e nen 10.8% At least 4.0% At least 6.0%
Bank ... 8.9% At least 4.0% At least 6.0%
Tier I Capital to Average Assets
COMPANY .....omeiiiiiririiririnte ettt eenssesees 8.4% At least 4.0% At least 5.0%
Bank ..ot 6.9% At least 4.0% At least 5.0%

As the above table indicates, at December 31, 2008 the Company (on a consolidated basis) and the Bank (on a stand-
alone basis) exceeded the capital ratios required for classification as well-capitalized institutions under federally mandated
capital standards and federally established prompt corrective action regulations.

Basel and Basel II Capital Requirements

The current risk-based capital guidelines which apply to the Company and the Bank are based upon the 1988 capital
accord of the International Basel Committee on Banking Supervision, a committee of central banks and bank
supervisors/regulators from the major industrialized countries that develops broad policy guidelines for use by each country’s
supervisors in determining the supervisory policies they apply. A new international accord, referred to as Basel II, which
emphasizes internal assessment of credit, market and operational risk; supervisory assessment and market discipline in
determining minimum capital requirements, became mandatory for large or “core” international banks outside the U.S. in
2008 (total assets of $250 billion or more or consolidated foreign exposures of $10 billion or more); is optional for others,
and if adopted, must first be complied with in a “parallel run” for two years along with the existing Basel I standards. In
January 2009, the Basel Committee proposed to reconsider regulatory-capital standards, supervisory and risk-management
requirements and additional disclosures in the final new accord in response to recent worldwide developments.

In July 2008, the U.S. federal banking agencies issued a proposed rule that would allow U.S. banking institutions, for
which compliance with Basel II is optional, to adopt and implement, as a risk-based capital framework, the standardized
approach of Basel II for credit risk, the basic indicator approach of Basel II for operational risk, and related disclosure
requirements. While this proposed rule generally parallels the relevant approaches under Basel 11, it diverges where United
States markets have unique characteristics and risk profiles, most notably with respect to risk weighting residential mortgage
exposures. A final rule has not yet been adopted by the U.S. banking agencies; however, those agencies have indicated that if
a final rule is adopted, the minimum leverage requirements, described above, will be retained and will continue to apply to all
U.S. banks.

FDIC Deposit Insurance

The FDIC is an independent federal agency that insures deposits, up to prescribed statutory limits, of federally insured
banks and savings institutions in order to safeguard the safety and soundness of the banking and savings industries. The FDIC
insures customer deposits through the Deposit Insurance Fund (the “DIF”) up to prescribed limits for each depositor.
Pursuant to the EESA, the maximum deposit insurance amount has been increased from $100,000 to $250,000 effective
through December 2009. The DIF is funded primarily by FDIC assessments paid by each DIF member institution. The
amount of each DIF member’s assessment is based on its relative risk of default as measured by regulatory capital ratios and
other supervisory factors. Pursuant to the Federal Deposit Insurance Reform Act of 2005, the FDIC is authorized to set the
reserve ratio for the DIF annually at between 1.15% and 1.50% of estimated insured deposits. The FDIC may increase or
decrease the assessment rate schedule on a semi-annual basis. In an effort to restore capitalization levels and to ensure the
DIF will adequately cover projected losses from future bank failures, in October 2008 the FDIC proposed a rule to alter the
way in which it differentiates risk in the risk-based assessment system and to revise deposit insurance assessment rates,
including base assessment rates.



The first quarter 2009 DFI assessment rates have been increased to between 12 and 50 cents for every $100 of domestic
deposits, with most banks paying between 12 and 14 cents. In addition, the FDIC approved an interim rule on February 27,
2009 instituting a one-time special assessment of 20 cents per $100 in domestic deposits to restore the DIF reserves depleted
by recent bank failures. The interim rule additionally reserves the right of the FDIC to charge an additional special premium
of up to 10 basis points at a later time if the DIF reserves continue to fall. The FDIC also approved another increase in regular
premium rates effective beginning with the second quarter of 2009.

Additionally, all FDIC-insured institutions are required to pay assessments to the FDIC to fund interest payments on
bonds issued by the Financing Corporation (“FICO”), an agency of the Federal government established to recapitalize the
predecessor to the DIF. The FICO assessment rates, which are determined quarterly, averaged 0.0113% of insured deposits in
fiscal 2008. These assessments will continue until the FICO bonds mature in 2017.

Those banks electing to participate in the FDIC’s Temporary Liquidity Guarantee Program will become subject to an
additional temporary assessment on deposits in excess of $250,000 in certain transaction accounts and additionally for
assessments from 50 basis points to 100 basis points per annum depending on the initial maturity of the debt.

The FDIC may terminate a depository institution’s deposit insurance upon a finding that the institution’s financial
condition is unsafe or unsound or that the institution has engaged in unsafe or unsound practices that pose a risk to the DIF or
that may prejudice the interest of the bank’s depositors. Pursuant to California law, the termination of a California state
chartered bank’s FDIC deposit insurance would result in the revocation of the bank’s charter, forcing it to cease conducting
banking operations.

Community Reinvestment Act and Fair Lending Developments

The Bank is subject to fair lending requirements and the evaluation of its small business operations under the
Community Reinvestment Act (“CRA”). That Act generally requires the federal banking agencies to evaluate the record of a
bank in meeting the credit needs of its local communities, including those of low- and moderate-income neighborhoods in its
service area. A bank may be subject to substantial penalties and corrective measures for a violation of fair lending laws.
Federal banking agencies also may take compliance with fair lending laws into account when regulating and supervising
other activities of a bank or its bank holding company.

A bank’s compliance with its CRA obligations is based on a performance-based evaluation system which determines
the bank’s CRA ratings on the basis of its community lending and community development performance. When a bank
holding company files an application for approval to acquire a bank or another bank holding company, the Federal Reserve
Board will review the CRA assessment of each of the subsidiary banks of the applicant bank holding company, and a low
CRA rating may be the basis for denying the application.

USA Patriot Act of 2001

In October 2001, the Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept and
Obstruct Terrorism (USA Patriot Act) of 2001 was enacted into law in response to the September 11, 2001 terrorist attacks.
The USA Patriot Act was adopted to strengthen the ability of U.S. law enforcement and intelligence agencies to work
cohesively to combat terrorism on a variety of fronts.

Of particular relevance to banks and other federally insured depository institutions are the USA Patriot Act’s sweeping
anti-money laundering and financial transparency provisions and various related implementing regulations that:

+  establish due diligence requirements for financial institutions that administer, maintain, or manage private bank
accounts and foreign correspondent accounts,

+  prohibits US institutions from providing correspondent accounts to foreign shell banks;

+ establish standards for verifying customer identification at account opening;

+  set rules to promote cooperation among financial institutions, regulatory agencies and law enforcement entities in

identifying parties that may be involved in terrorism or money laundering;
Under implementing regulations issued by the U.S. Treasury Department, banking institutions are required to

incorporate a customer identification program into their written money laundering plans that includes procedures for:

«  verifying the identity of any person seeking to open an account, to the extent reasonable and practicable;

+  maintaining records of the information used to verify the person’s identity; and

+  determining whether the person appears on any list of known or suspected terrorists or terrorist organizations.
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Consumer Laws

The Company and the Bank are subject to a broad range of federal and state consumer protection laws and regulations
prohibiting unfair or fraudulent business practices, untrue or misleading advertising and unfair competition. Those laws and
regulations include:

Employees

The Home Ownership and Equity Protection Act of 1994, or HOEPA, which requires additional disclosures and
consumer protections to borrowers designed to protect them against certain lending practices, such as practices
deemed to constitute “predatory lending.”

Laws and regulations requiring banks to establish privacy policies which limit the disclosure of nonpublic
information about consumers to nonaffiliated third parties.

The Fair Credit Reporting Act, as amended by the Fair and Accurate Credit Transactions Act, or the FACT Act,
which requires banking institutions and financial services businesses to adopt practices and procedures designed
to help deter identity theft, including developing appropriate fraud response programs, and provides consumers
with greater control of their credit data.

The Truth in Lending Act, or TILA, which requires that credit terms be disclosed in a meaningful and consistent
way so that consumers may compare credit terms more readily and knowledgeably.

The Equal Credit Opportunity Act, or ECOA which generally prohibits, in connection with any consumer or
business credit transaction, discrimination on the basis of race, color, religion, national origin, sex, marital
status, age (except in limited circumstances), or the fact that a borrower is receiving income from public
assistance programs.

The Fair Housing Act, which regulates many lending practices, including making it unlawful for any lender to
discriminate in its housing-related lending activities against any person because of race, color, religion, national
origin, sex, handicap or familial status.

The Home Mortgage Disclosure Act, or HMDA, which includes a “fair lending” aspect that requires the
collection and disclosure of data about applicant and borrower characteristics as a way of identifying possible
discriminatory lending patterns and enforcing anti-discrimination statutes.

The Real Estate Settlement Procedures Act, or RESPA, which requires lenders to provide borrowers with
disclosures regarding the nature and cost of real estate settlements and prohibits certain abusive practices,
such as kickbacks.

The National Flood Insurance Act, or NFIA, which requires homes in flood-prone areas with mortgages from a
federally regulated lender to have flood insurance.

As of December 31, 2008, we employed 148 persons on a full-time equivalent basis. None of our employees are
covered by a collective bargaining agreement. We believe relations with our employees are good.

Information Available on our Website

Our Internet address is www.pmbank.com. We make available on our website, free of charge, our filings made with the
SEC electronically, including those on Form 10-K, Form 10-Q, and Form 8-K, and any amendments to those filings. Copies
of these filings are available as soon as reasonably practicable after we have filed or furnished these documents to the
SEC (at www.sec.gov).
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ITEM 1A. RISK FACTORS

This Report contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Forward-looking statements discuss our
expectations, beliefs or views regarding our future operations, future financial performance, or financial or other trends in our
business or markets. Forward-looking statements can be identified by the fact that they do not relate strictly to historical or
current facts. Often, they include the words “believe,” “expect,” “anticipate,” “intend,” “plan,” “estimate,” “project,” or
words of similar meaning, or future or conditional verbs such as “will,” “would,” “should,” “could,” or “may.” The
information contained in such forward-looking statements is based on current information and assumptions about future
events over which we do not have control and our business is subject to a number of risks and uncertainties that could cause
our financial condition or actual operating results in the future to differ significantly from our expected financial condition or
operating results that are set forth in those forward-looking statements.

Those risks and uncertainties include, although they are not limited to, the following:

The United States is currently experiencing a severe economic recession and unprecedented credit crisis that have
adversely affected the banking and financial services industry in general, and our business and financial performance,
in particular, and have created substantial uncertainties and risks for our business and future financial performance

The United States is experiencing a severe economic recession, which is reported to have begun at the end of 2007 and
since the latter half of 2008 has been creating wide ranging consequences and difficulties for the banking and financial
services industry, in particular, and the economy in general. The recession began with dramatic declines in the housing
market, which resulted in decreasing home prices and increasing loan delinquencies and foreclosures that led to significant
write-downs of the assets and an erosion of the capital of a large number of lending and other financial institutions. As a
result, several very large and prominent banking and financial organizations, such as Merrill Lynch, Bear Stearns, Wachovia
Bank and Washington Mutual had to seek merger partners to survive and others, such as Lehman Bros. and Indy Mac Bank,
failed and went out of business, which led to concerns over the stability and viability of the financial markets. In an effort to
preserve their capital and avoid increased losses, banks and other lending institutions severely tightened their credit standards
and significantly reduced their lending activities, creating a credit crisis that led to a contraction of the economy, significant
increases in unemployment and significant reductions in business and consumer spending.

As a result, like many other banks, we experienced increases in loan delinquencies and defaults, not only in our real
estate, but also in our commercial loan portfolios that resulted in significant increases in loan losses in 2008. Those loan
losses, coupled with the expectation that economic and market conditions will worsen for at least the first six months of 2009
and uncertainties about the ultimate duration and severity of the economic recession, led us (and many other banks) to
significantly increase loan loss reserves by charges to income that caused us to incur a net loss of $12.0 million, or $1.14 per
diluted share, in 2008.

As a result of these conditions and the likelihood that economic and market conditions will worsen for at least the first
six months of 2009, we face a number of risks that could adversely affect our operating results and financial condition in the
future, including the following:

. If economic and market conditions do not improve in 2009, we could incur additional loan losses, and experience
an increase in foreclosures of real properties collateralizing loans that we have made that would require us to set
aside reserves for possible declines in the value of or the costs of maintaining those properties, which could
adversely affect our results of operations and cause us to incur operating losses in 2009.

. Due to the uncertainties about economic conditions in 2009, there is an increased risk that the judgments that we
might make in estimating loan losses that may be inherent in our loan portfolio and in establishing loan loss
reserves will prove to be incorrect, requiring us to set aside additional reserves that would adversely affect our
results of operation, as occurred in 2008.

. Possible further declines in economic activity in the United States, generally, and in our markets, in particular,
due to lack of business and consumer spending and increased unemployment could result in reductions in loan
demand and a further tightening of credit that would lead to reductions in our interest income, net interest income
and margins.

. Adverse economic conditions, such as a continued tightening of available business and consumer credit and
continued high unemployment, could lead customers to withdraw funds from their deposit accounts with us to
meet their operating or living expenses, which could reduce our liquidity and, therefore, the funds we would have
available for lending, as a result of which our interest income could decline, possibly significantly, and our costs
of funds could increase, thereby adversely affecting our operating results and financial condition.
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. In response to the causes of the credit and foreclosure crises and the economic recession, the federal government
may increase regulation of and impose new restrictions on banks and other financial institutions, which would
increase our costs of doing business and limit our ability to pursue business and growth opportunities.

. We, as well as all other federally insured banks, may be required to pay significantly higher FDIC premiums to
increase the FDIC’s insurance fund, which is being depleted by bank failures that have increased as a result of
the credit crisis and economic recession.

. There is no assurance that the enactment of recent federal legislation, such as EESA and the ARRA, and the
implementation of regulatory programs and initiatives, such as the TARP CPP program, which are designed to
address the difficult market and economic conditions that we are experiencing, will prove to be successful in
curtailing the recession and providing the stimulus and resources needed to improve the economy. In addition,
the impact of this legislation and these regulatory initiatives on the financial markets is uncertain and if they fail
to lead to improvements in economic and market conditions, the recession could worsen and thereby adversely
affect on our business, financial condition, results of operations, access to credit or the value of our securities.

. If we experience increased losses in 2009 due to these economic and market conditions, our regulatory capital
and capital ratios could be reduced, requiring us to seek additional capital through sales of equity securities. If
economic and market conditions do not improve, there is no assurance that we will succeed in raising additional
equity capital, if needed, and any sales of equity securities that we might make could be dilutive of the financial
and equity interests of our existing shareholders. If it becomes necessary, but we are unable to raise additional
capital, we could be forced to sell some of our assets in order to prevent a decline in our capital ratios. However,
there is no assurance that we would succeed in selling assets and we could incur losses on those asset sales.

Without an improvement in economic conditions, our liquidity, results of operations and financial condition could be
adversely affected.

Although the Company and the Bank remain well capitalized and have not suffered any significant liquidity issues as a
result of the economic recession and instability in the banking and financial markets, the cost and availability of funds may
be adversely affected by illiquid credit markets. In addition, the demand for our products and services may decline as our
borrowers and customers are more severely impacted by the economic recession. In view of the concentration of our
operations and the collateral securing our loan portfolio in Southern California, we may be particularly susceptible to the
adverse economic conditions in the state of California, which has been experiencing higher unemployment and higher
foreclosure rates than other parts of the country. In addition, the severity and duration of the economic recession is unknown
and may exacerbate our exposure to credit risk and adversely affect the ability of borrowers to perform under the terms of
their lending arrangements with us.

We could incur losses on the loans we make

There has been a significant slowdown in the housing market and a significant increase in real estate loan foreclosures
in portions of Los Angeles, Orange, Riverside and San Diego counties of California where a majority of our loan customers
are based. This slowdown reflects declining prices and excess inventories of unsold homes and increases in unemployment
and a resulting loss of confidence about the future among businesses and consumers that have combined to adversely affect
business and consumer spending. These conditions have led to increased loan defaults in 2008. A continuing deterioration in
the real estate market and a continuation or worsening of the economic recession could result in additional loan charge-offs
and increases in the provisions for loan losses in the future, which could cause us to incur additional losses and have a
material adverse effect on our operating results, financial condition and capital.

Liquidity risk could impair our ability to fund operations and jeopardize our financial condition

Liquidity is essential to our business. An inability to raise funds through deposits, borrowings, the sale of loans and
other sources could have a material adverse effect on our liquidity. Our access to funding sources in amounts adequate to
finance our lending and other activities could be impaired by factors that affect us specifically or the financial services
industry in general, including a decrease in the level of business activity due to the market downturn or the imposition of
regulatory restrictions on our operations. Our ability to acquire deposits or borrow, or raise additional equity capital, could
also be impaired by factors that are not specific to us, such as a continued severe disruption of the financial markets or
negative views and expectations about the prospects for the financial services industry as a whole, particularly if the recent
turmoil faced by banking organizations in the domestic and worldwide credit markets deteriorates.
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We face intense competition from other banks and financial institutions that could hurt our business

We conduct our business operations in Southern California, where the banking business is highly competitive and is
dominated by a relatively small number of large multi-state, as well as large in-state, banks with operations and offices
covering wide geographical areas. We also compete with other financial service businesses, mutual fund companies, and
securities brokerage and investment banking firms that offer competitive banking and financial products and services as well
as products and services that we do not offer. The larger banks, and some of those other financial institutions, have greater
resources that enable them to conduct extensive advertising campaigns and to shift resources to regions or activities of greater
potential profitability. Some of these banks and institutions also have substantially more capital and higher lending limits that
enable them to attract larger clients, and offer financial products and services that we are unable to offer, particularly with
respect to attracting loans and deposits. Increased competition may prevent us (i) from achieving increases, or could even
result in decreases, in our loan volume or deposit balances, or (ii) from increasing interest rates on loans or reducing interest
rates we pay to attract or retain deposits, either or both of which could cause a decline in our interest income or an increase in
our interest expense, that could lead to reductions in our net interest income and earnings.

Adverse changes in economic conditions in Southern California could disproportionately harm our business

The large majority of our customers and the properties securing a large proportion of our loans are located in Southern
California. A continued downturn in economic conditions or the occurrence of natural disasters, such as earthquakes or fires,
which are more common in Southern California than in other parts of the country, could harm our business by:

. reducing loan demand which, in turn, would lead to reduced net interest margins and net interest income;

. adversely affecting the financial capability of borrowers to meet their loan obligations, which could result in
increases in loan losses and require us to make additional provisions for possible loan losses, thereby adversely
affecting our operating results; and

. causing reductions in real property values that, due to our reliance on real property to secure many of our loans,
could make it more difficult for us to prevent losses from being incurred on non-performing loans through the
sale of such real properties.

Our business is subject to interest rate risk and variations in interest rates may negatively affect our
financial performance

A substantial portion of our income is derived from the differential or “spread” between the interest we earn on loans,
securities and other interest-earning assets, and interest we pay on deposits, borrowings and other interest-bearing liabilities.
Because of the differences in the maturities and repricing characteristics of our interest-earning assets and interest-bearing
liabilities, changes in interest rates do not produce equivalent changes in interest income earned on interest-earning assets and
interest paid on interest-bearing liabilities. Accordingly, fluctuations in interest rates could adversely affect our interest rate
spread and, in turn, our profitability. In addition, loan origination volumes are affected by market interest rates. Rising
interest rates, generally, are associated with a lower volume of loan originations while lower interest rates are usually
associated with higher loan originations. Conversely, in rising interest rate environments, loan repayment rates may decline
and in falling interest rate environments, loan repayment rates may increase. Also, in a rising interest rate environment, we
may need to accelerate the pace of rate increases on our deposit accounts as compared to the pace of future increases in short-
term market rates. Accordingly, changes in market interest rates could materially and adversely affect our net interest spread,
asset quality and loan origination volume.

Government regulations may impair our operations, restrict our growth or increase our operating costs

We are subject to extensive supervision and regulation by federal and state bank regulatory agencies. The primary
objective of these agencies is to protect bank depositors and other customers and not shareholders, whose respective interests
will often differ. The regulatory agencies have the legal authority to impose restrictions which they believe are needed to
protect depositors and customers of banking institutions, even if those restrictions would adversely affect the ability of the
banking institution to expand its business or pay cash dividends, or result in increases in its costs of doing business or hinder
its ability to compete with financial services companies that are not regulated or banks or financial service organizations that
are less regulated. Additionally, due to the complex and technical nature of many of the government regulations to which
banking organizations are subject, inadvertent violations of those regulations may occur. In such an event, we would be
required to correct or implement measures to prevent a recurrence of such violations. If more serious violations were to
occur, the regulatory agencies could limit our activities or growth, fine us or ultimately put us out of business.
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The loss of key personnel could hurt our financial performance

Our success depends to a great extent on the continued availability of our existing management and, in particular, on
Raymond E. Dellerba, our President and Chief Executive Officer. In addition to their skills and experience as bankers, our
executive officers provide us with extensive community ties upon which our competitive strategy is partially based. As a
result, the loss of the services of any of these officers could harm our ability to implement our business strategy or our future
operating results.

Expansion of our banking franchise might not achieve expected growth or increases in profitability and may
adversely affect our operating results

We have grown substantially in the past nine years by (i) opening new financial centers in population centers, and
(ii) adding banking professionals at our existing financial centers, with the objective of attracting additional customers
including, in particular, small to medium size businesses, that will add to our profitability. We intend to continue that growth
strategy. However, there is no assurance that we will continue to be successful in achieving this objective. Implementation of
this strategy will require us to incur expenses in establishing new financial centers or adding banking professionals, long
before we are able to attract, and with no assurance that we will succeed in attracting, a sufficient number of new customers
that will enable us to generate the revenues needed to increase our profitability. As a result, our earnings could decline if we
are unable to successfully implement our growth strategy.

Our computer and network systems may be vulnerable to unforeseen problems and security risks

The computer systems and network infrastructure that we use to provide automated and internet banking services could
be vulnerable to unforeseen problems. Our operations are dependent upon our ability to protect our computer equipment
against damage from fire, power loss, telecommunications failure, earthquakes and similar catastrophic events and from
security breaches. Any of those occurrences could result in damage to or a failure of our computer systems that could cause
an interruption in our banking services and, therefore, harm our business, operating results and financial condition.
Additionally, interruptions in service and security breaches that could result in the theft of confidential customer information
could lead existing customers to terminate their banking relationships with us and could make it more difficult for us to
attract new banking customers.

We are exposed to risk of environmental liabilities with respect to properties to which we take title

Due to the current economic recession, the resulting financial difficulties encountered by many borrowers and the
declines in the market values and in the demand for real properties, during 2008 we had to initiate foreclosure proceedings
with respect to and take title to an increased number of real properties that had collateralized loans which had become
nonperforming. Moreover, if the economic recession worsens, we may have to foreclose and take title to additional real
properties in 2009. As a result, we could become subject to environmental liabilities and incur costs, which could be
substantial, with respect to these properties for property damage, personal injury, investigation and clean-up costs incurred in
connection with environmental contamination at such properties. In addition, if we are the owner or former owner of a
contaminated site, we may be subject to common law claims by third parties seeking damages and costs resulting from
environmental contamination emanating from the site. If we become subject to significant environmental liabilities on costs,
our business, financial condition, results of operations and prospects could be adversely affected.

Managing reputational risk is important to attracting and maintaining customers, investors and employees

Threats to our reputation can come from many sources, including adverse sentiment about financial institutions
generally, unethical practices, employee misconduct, failure to deliver minimum standards of service or quality, compliance
deficiencies, and questionable or fraudulent activities of our customers. We have policies and procedures in place to protect
our reputation and promote ethical conduct, but these policies and procedures may not be fully effective. Negative publicity
regarding our business, employees, or customers, with or without merit, may result in the loss of customers, investors and
employees, costly litigation, a decline in revenues and increased governmental regulation.
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The price of our common stock may be volatile or may decline

The trading price of our common stock may fluctuate widely as a result of a number of factors, many of which are
outside our control. In addition, the stock markets are subject to fluctuations in the share prices and trading volumes
generally, which could adversely affect the market price of our common stock. Among the factors that could affect our stock
price are:

. actual or anticipated quarterly fluctuations in our operating results or financial condition;

. changes in revenue or earnings estimates or publication of research reports and recommendations by
financial analysts;

. failure to meet analysts’ revenue or earnings estimates;

. speculation in the press or investment community;

. strategic actions by us or our competitors, such as acquisitions or restructurings;

. fluctuations in the stock price and operating results of our competitors;

. general market conditions and, in particular, developments related to market conditions for the financial
services industry;

. proposed or adopted regulatory changes or developments; or

. anticipated or pending investigations, proceedings or litigation that involve or affect us.

The stock market and, in particular, the market the stock of financial institutions, has experienced significant volatility
recently as a result of (i) the financial difficulties encountered by a number of very large and prominent banking institutions,
such as Citigroup and Bank of America, which has adversely affected the stock prices of numerous banks, including those
that have been able to weather the economic recession, and (ii) concerns and a lack of confidence among investors that
economic and market conditions will improve. As a result, the market price of our common stock was volatile and declined
significantly during 2008, as was the case with a large number of other banks, including most of our competitors. In addition,
the trading prices of our common stock are affected by a number of factors, including our financial condition, performance,
creditworthiness and prospects, but some of which are outside of our control, such as economic conditions generally and
changes in the confidence about economic conditions among businesses and consumers. In particular, the capital and credit
markets have been experiencing volatility and disruption for more than a year. In recent months, that volatility and disruption
has reached unprecedented levels, largely due to the worsening of the economic recession and uncertainties with respect to its
ultimate duration and severity. As a result, we could experience a further decline in our stock price during 2009, which could
result in substantial losses for individual shareholders and could lead to costly and disruptive securities litigation.

We may face other risks

From time to time, other risks can arise with respect to our business and/or financial results which we will report in our
filings with the Securities and Exchange Commission.

For further discussion of risks that can affect our financial performance or financial condition, also see “Item 7. —
Management’s Discussion and Analysis of Financial Condition and the Results of Operations” below in this Report.

Due to these and other possible uncertainties and risks, you are cautioned not to place undue reliance on the forward
looking statements contained in this Report, which speak only as of the date of this Report. We also disclaim any obligation
to update or revise forward-looking statements contained in this Report, except as may be required by law or by NASDAQ.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.
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ITEM 2. PROPERTIES

Set forth below is information regarding our headquarters office and our eight existing financial services centers. All of
our offices are leased.

Square Lease

Location Footage Expiration Date
Headquarters Offices and Internet Banking Facility:

Costa Mesa, CalifOrnia............c.oevveerereeeeeieeeeeeee e e e eeeees e 21,000 May, 2009
Financial Centers:

Costa Mesa, CalifOrmia.........ooovevieiieirieireeieeeee e e et es e, 3,000 June, 2009

Newport Beach, California...............ocooeovvevieeeeeeeneeeeeeeeeeeeeeeeeeeeeeeeesen 10,500 June, 2011

San Juan Capistrano, California................c.eveveverevereseeereerer e eesesesans 7,600 February, 2013

Beverly Hills, CalifOrnia ............c.oovovieiiireeeieeieeeeeee e eeeve oo 4,600 June, 2011

La Jola, CalifOrnia........c.cooviieriiereiieieeeeeee e oo oo e et eee oo 3,800 February, 2012

La Habra, CalifOornia............ccoooevoviuiieioeeeiieeeeeeeeeeeeee oo se e eeee e 6,000 January, 2013

Long Beach, CalifOrnia ..........ocooveeeeeeieeeeeseeeer e 6,700 August, 2010

Ontario, California.........c.cuuiereeiieieiiiieeee e oo e e e e e, 5,000 February, 2011

We continue to evaluate and seek office space for additional financial centers to be located in other areas of Southern
California in furtherance of our growth strategy. See “BUSINESS — Our Business Strategy.”

ITEM 3. LEGAL PROCEEDINGS

We are subject to legal actions that arise from time to time in the ordinary course of our business. Currently there are
no pending legal proceedings that we believe are material to our financial condition or results of operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.

EXECUTIVE OFFICERS OF THE REGISTRANT

Set forth below is information, as of March 8, 2008, regarding our principal executive officers:

Name and Age Position with Bancorp and the Bank
Raymond E. Dellerba, 61 President and Chief Executive Officer Senior
Nancy Gray, 58 Executive Vice President and Chief Financial Officer

Robert W. Bartlett, 62 Senior Executive Vice President and Chief Operating Officer
There is no family relationship between the above-named officers.

Raymond E. Dellerba has served as President, Chief Executive Officer and a Director of the Company and the Bank
since the dates of their inception, which were January 2000 and November 1998, respectively, pursuant to a multi-year
employment agreement. From February 1993 to June 1997, Mr. Dellerba served as the President, Chief Operating Officer
and director of Eldorado Bank, and as Executive Vice President and a Director of its parent company, Eldorado Bancorp.
Mr. Dellerba has more than 30 years of experience as a banking executive, primarily in Southern California and in Arizona.

Nancy Gray, who is a certified public accountant, has been a Senior Executive Vice President and the Chief Financial
Officer of the Company and the Bank since May 2002. From 1980 through 2001, Ms. Gray was Senior Vice President and
Financial Executive of Bank of America in Southern California, Missouri, Georgia, and Texas.

Robert W. Bartlett, joined Pacific Mercantile Bank as its Senior Executive Vice President and Chief Operating
Officer on October 31, 2008. In his banking career spanning some 34 years, Mr. Bartlett has held key senior management
positions in Orange and Los Angeles County banks to include Commercial Banking Manager, Area Credit Administrator,
Chief Credit Officer and Chief Operating Officer.
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PART II

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER REPURCHASES OF EQUITY SECURITIES

Trading Market for the Company’s Shares

Our common stock is traded on the NASDAQ National Market under the symbol “PMBC.” The following table
presents the high and low sales prices as reported on the NASDAQ National Market of, and certain other information with
respect to, our common stock for each of the calendar quarters indicated below:

High Low Dividends
Year Ended December 31, 2008
FArSt QUATLET ...evvvreeecceeeeteeseecieessecaranisnsr e sastesessns e sssss e nasissenes $ 12.31 $ 8.67 $ 010
SeCONd QUAIET ....vceveeieeceeeererereieieierenraeses et ssesanasasanans $ 9.87 $ 6.35 § —
Third QUATLET .......cveveeverereeescieeeeserisissetrsassae s es bt $ 732 $ 6.12 8 —
Fourth QUATET ......c.ovueveeeeeiereeieiciniiriiiriisnnne s resesssescacnessnas $ 6.67 $ 345 $ —
Year Ended December 31, 2007
FAESt QUATTET .....vorvevveeeiesceeseesesesscnsenesissintesssnsnsensesssssssessesssssessnnssscs $ 16.71 $ 14.02 $ —
SECONA QUAITET ......overrrerreecserrescerereseecsessssas s s s ssssssesases $ 14.59 $ 13.50 $ —
Third QUATET ........veveveeeeeereeerirereecrerresecseierersisisnaetersasssssssssssssnssses $17.78 $ 13.60 $ —
Fourth QUATET .........c.evveuereeresireeceienee st b s sse s $ 16.10 $ 11.50 $ —

The high and low per share sale prices of our common stock on the NASDAQ National Market on March 3, 2009, were
$3.55 and $3.31, respectively. As of March 3, 2008 there were approximately 165 holders of record of our common stock.

Stock Price Performance

The following graph compares the stock performance of our common stock, in each of the years in the five year period
ended December 31, 2008, with that of (i) the Russell Microcap Index, which is comprised of the smallest 1,000 members of
the Russell 2000 and the next smallest 1,000 companies, by market cap, which include the Company, and (ii) an index,
published by SNL Securities L.C. (“SNL”) and known as the SNL Western Bank Index, which is comprised of 67 banks and
bank holding companies, including the Company, whose shares are listed on NASDAQ or the New York Stock Exchange
and most of which are based in California and the remainder of which are based in nine other western states, including
Oregon, Washington and Nevada. We believe that the banks and bank holding companies comprising the SNL Western Bank
Index are comparable to us, in terms of the markets on which their shares trade, and their size and market capitalizations.
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Total Return Performance
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Period Ending
Index 12/31/03 12/31/04 12/31/05 12/31/06 12/3107 12/31/08
Pacific Mercantile Bancorp............cocceeeveveeeieeenevenrnnnne. 100.00 180.77 179.63 167.44 127.30 51.18
SNL Western Bank IndexX.........ccooeeevereuevererereneeveniinnee. 100.00 113.64 118.32 133.50 111.51 108.57
Russell Microcap Index..........cooueeeeveveruereeeeereeienen, 100.00 114.14 117.07 136.43 125.52 74.87

(1)  The source of the above graph and chart source is SNL Securities, L.C. (“SNL”).

The Stock Performance Graph assumes that $100 was invested in the Company on December 31, 2003, and, at that
same date, in the Russell 2000 Index, Russell Microcap Index and the SNL Western Bank Index and that any dividends paid
in the indicated periods were reinvested. Shareholder returns shown in the Performance Graph are not necessarily indicative
of future stock price performance.

Dividend Policy and Share Repurchase Programs

Dividend Policy and Payment of Dividends. Our Board of Directors has followed the policy of retaining earnings to
support the growth of the Company’s banking franchise, but will consider paying cash dividends based on a number of
factors, including prevailing market conditions and the availability and alternative uses that can be made of cash in excess of
the requirements of the Company’s business.

Pursuant to that policy, in February 2008, the Board of Directors declared a one-time cash dividend, in the amount of
$0.10 per share of common stock, that was paid on March 14, 2008 to all shareholders of record as of February 29, 2008.

It continues to be the policy of the Board to retain earnings to support future growth and, at the present time,
there are no plans to declare any additional cash dividends. However, the Board of Directors intends from time to time
to consider the advisability of paying additional dividends in the future. Any such decision will be based on a number
of factors, including the Company’s financial performance, its available cash resources and any competing needs for
cash that the Company may have.
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Share Repurchase Programs. In June 2005, our Board of Directors concluded that, at prevailing market prices, the
Company’s shares represented an attractive investment opportunity and, therefore, that repurchases of Company shares
would be a good use of Company funds. As a result, the Board of Directors approved a share repurchase program, which
authorized the Company to purchase up to two percent (2%) of the Company’s outstanding common shares, which are
approximately 200,000 shares in total. We have purchased 148,978 shares, with approximately 51,000 shares remaining to be
purchased, under this program. In October 2008, the Board of Directors approved a new share repurchase plan which
authorizes the Company to purchase up to an additional $2 million of its shares of common stock. No shares have yet been
purchased pursuant to this program.

These programs, which were publicly announced on July 28, 2005 and October 31, 2008, respectively, provide for
share repurchases to be made in the open market or in private transactions, in accordance with applicable Securities and
Exchange Commission rules, when opportunities become available to purchase shares at prices believed to be attractive. We
are not under any obligation to repurchase any additional shares under these share repurchase programs and the timing, actual
number and value of shares that we may repurchase under these programs will depend on a number of factors, including our
financial performance and available cash resources, competing uses for our corporate funds, prevailing market prices of our
common stock and the number of shares that become available for sale at prices that we conclude are attractive, as well as
any regulatory requirements applicable to us.

The following table sets forth information regarding our share repurchases in each of the months during the fourth
quarter ended December 31, 2008.

(a) (b) ©) (d)

Total Number of Shares Maximum Number of
Purchased Shares that May Yet
Total Number of Average Price as Part of Publicly be Purchased under
Shares Purchased Paid per Share Announced Programs the Programs
October 1 to October 31, 2008 .......cocvceeieeieene 23,000 $ 423 23,000 68,828
November 1 to November 30, 2008 .................. 8380 $ 3.94 8,380 460,448
December 1 to December 31, 2008................... 9426 $ 3.53 9,426 451,022
TOLAL .ottt 40,806 $ 4.01 40,806

(1) We have assumed, for purposes of this table, that 400,000 shares will be the maximum number of shares that could be
purchased under the share repurchase program approved in October 2008, based on assumed average purchase price of
$5.00 per share. That assumed purchase price has been used solely for purposes of preparing this table and is not
intended to be indicative of the future prices of our common stock. As a result, the maximum number of shares that
may ultimately be purchased under this program may ultimately prove to be less or greater than 400,000 shares.

These share repurchase programs do not have expiration dates. However, the Company may elect (i) to suspend share
repurchases at any time or from time to time, or (ii) to terminate the programs prior to the repurchase of all of the shares
authorized for repurchase under these programs. Accordingly, there is no assurance that any additional shares will be
repurchased under these programs.

Restrictions on the Payment of Dividends

Cash dividends from the Bank represent the principal source of funds available to the Bancorp, which it might use to
pay dividends or for other corporate purposes, such as expansion of its business. Therefore, government regulations,
including the laws of the State of California, as they pertain to the payment of cash dividends by California state chartered
banks, limit the amount of funds that would be available to the Bancorp to pay cash dividends or fund other expenditures by
the Bancorp in the future. In particular, under California law, cash dividends by a California state chartered bank may not
exceed, in any calendar year, the lesser of (i) the sum of its net income for the year and its retained net income from the
preceding two years (after deducting all dividends paid during the period), or (ii) the amount of its retained earnings. At
December 31, 2008, the Bank’s retained earnings totaled approximately $18.4 million.

Additionally, because the payment of cash dividends has the effect of reducing capital, the capital requirements
imposed on bank holding companies and commercial banks often operate, as a practical matter, to preclude the payment, or
limit the amount of, cash dividends that might otherwise be permitted by California law; and the federal bank regulatory
agencies, as part of their supervisory powers, generally require insured banks to adopt dividend policies which limit the
payment of cash dividends much more strictly than do applicable state laws.
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Restrictions on Intercompany Transactions

Section 23(a) of the Federal Reserve Act limits the amounts that a bank may loan to its bank holding company to an
aggregate of no more than 10% of the bank subsidiary’s capital surplus and retained earnings and requires that such loans be
secured by specified assets of the bank holding company - See “BUSINESS—Supervision and Regulation—Restrictions on
Transactions between the Bank and the Company and its other Affiliates”. We do not have any present intention to obtain
any borrowings from the Bank.

Equity Compensation Plans

Certain information, as of December 31, 2008, with respect to our equity compensation plans is set forth in Item 12, in
Part III, of this Report.
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ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA

The selected statement of operations data for the fiscal years ended December 31, 2008, 2007 and 2006, the selected
balance sheet data as of December 31, 2008 and 2007, and the selected financial ratios, except for the tangible book value per
share, that follow on the next page were derived from the Company’s audited consolidated financial statements. Those
consolidated financial statements, together with the notes thereto, are included in Item 8 of this Report and the data set forth
below should be read in conjunction with those consolidated financial statements and with Management’s Discussion and
Analysis of Financial Condition and Results of Operations included in Item 7 of this Report. The selected statement of
operations data for the years ended December 31, 2005 and 2004, the selected balance sheet data as of December 31, 2006,
2005 and 2004 and the selected financial ratios for the periods prior to January 1, 2006 are derived from audited consolidated
financial statements that are not included in this Report.

Year Ended December 31,
2008 2007 2006 2005 2004
(Dollars in thousands except per share data)

Selected Statement of Operations Data:

Total interest iNCOME. ......cvvceeeererrrereronceresisrasresernenn: $ 61,611 $ 70,058 $ 63,800 $ 45995 $ 33,352
Total interest EXPENSe .........cveereirminvessnnissesssesaene. 34,498 38,617 31,418 17,298 11,694
Net interest iNCOME ........cvevvvererivereererrereeirsesnesnnn. 27,113 31,441 32,382 28,697 21,658
Provision for 10an 10SSES .......ccccvvvivrerereerserereesenereennne. 21,685 2,025 1,105 1,145 973
Net interest income after provision for loan losses... 5,428 29,416 31,277 27,552 20,685
NONINETeSt INCOME .....veevvieverreereenereriessreesnesessanenn: 2,606 1,673 1,266 1,053 2,010
NODINETESt EXPENSE ..cvvviveririririerenisrnssereressesesesesenee: 23,702 21,718 20,683 17,493 14,311
Income (loss) before income taxes ........cocecvverernncnne (15,668) 9,371 11,860 11,112 8,384
Income tax expense (benefit)........cccovvivernveinnnenennn, (3,702) 3,601 4,739 4,547 3,462
Income (loss) from continuing operations................. (11,966) 5,770 7,121 6,565 4,922
(Loss) from discontinued operations, net of taxes.... — — (189) (841) (59)
Net income (108S)......eereeerererererisrerene: $ (11,966) $ 5770 $ 6,932 $ 5,724 $ 4,863
Per share data-basic:
Income (loss) from continuing operations........... $ (1.14) 3 0.55 $ 070 $ 0.64 $ 0.49
(Loss) from discontinued operations.................... — — (0.02) (0.08) (0.01)
Net income (loss) per share—basic..... $ (1.149) § 055 § 068 3 0.56 $ 0.48
Per share data-diluted:
Income (loss) from continuing operations........... $ (1.149) 3 0.53 $ 066 $ 0.62 3 0.47
(Loss) from discontinued operations.................... — — (0.02) (0.08) (0.01)
Net income (loss)
per share—diluted ..........ccoeeevennne. $ (1.1 $ 053 $ 064 $ 0.54 $ 0.46
Weighted average shares outstanding
BASIC v.veeevererirreeeeeiesis et seserae e rensenene: 10,473,476 10,422,830 10,233,926 10,100,514 10,082,049
. 10,473,476 10,855,160 10,829,775 10,562,976 10,597,433

$ 0.10 — — — —
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December 31,

2008 2007 2006 2005 2004
(Dollars in thousands except for per share information)
Selected Balance Sheet Data:
Cash and cash equivalents ..............co.coooevvrernnnnn. $ 107,133 $ 53,732 $ 26304 $ 34,822 $ 96,109
Total loans @...........cccooeveueenn. 828,041 773,071 740,957 650,027 511,827
Total assets.......... 1,164,059 1,077,023 1,042,529 981,156 845,539
Total deposits 821,686 746,663 717,793 580,349 533,563
Junior subordinated debentures....... 17,527 17,527 27,837 27,837 27,837
Total shareholders’ equity............... 84,232 96,862 87,926 78,517 74,976
Tangible book value per share ... $ 8.08 § 936 $ 881 § 8.08 $ 7.58
(1) Cash and cash equivalents include cash and due from other banks and federal funds sold.
(2) Net of allowance for loan losses and excluding mortgage loans held for sale.
(3)  Unaudited and excludes accumulated other comprehensive income (loss) included in shareholders’ equity.
At December 31,
2008 2007 2006 2005 2004
(unaudited)

Selected Financial Ratios From Continuing Operations:

Return on average assets...........o.eeeverieeereriveereieeeeereseeresseseeeenene. (1.06)% 0.53% 0.70% 0.72% 0.63%

Return on average equity ..........coceeveveerieievieiiisieeeeeeeeere e e, (1237%  625% 8.52% 8.54%  6.79%

Ratio of average equity to average assets ..........cocvvvererereeeereennns. 859% 847%  826% 846%  9.22%
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Overview
Forward Looking Statements

The following discussion contains statements (which are commonly referred to as “forward looking statements”) which
discuss our beliefs or expectations about (i) operating trends in our markets and in economic conditions more generally, and
(ii) our future financial performance and future financial condition. The consequences of those operating trends on our
business and the realization of our expected future financial results, which are discussed in those forward looking statements,
are subject to the uncertainties and risks that are described above in Item 1A of this Report under the caption “RISK
FACTORS.” Due to those uncertainties and risks and the uncertainties with respect to the duration and effects of those
operating trends on our business, our future financial performance may differ, possibly significantly, from the performance
that is currently expected as set forth in the forward looking statements. As a result, you should not place undue reliance on
those forward looking statements. We disclaim any obligation to update or revise any of the forward looking statements,
whether as a result of new information, future events or otherwise.

Background

The following discussion presents information about our consolidated results of operations, financial condition,
liquidity and capital resources and should be read in conjunction with our consolidated financial statements and the notes
thereto included elsewhere in this Report.

Our principal operating subsidiary is Pacific Mercantile Bank (the “Bank”), which is a California state chartered bank
and a member of the Federal Reserve System. The Bank accounts for substantially all of our consolidated revenues and
income. Accordingly, the following discussion focuses primarily on the Bank’s operations and financial condition.
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Overview of Fiscal 2008 Operating Results

The following table sets forth information comparing our results of operations for the fiscal year ended December 31,
2008 to our results of operations in the years ended December 31, 2007 and 2006.

Year Ended December 31.
2008 2007 2006
Percent Percent
Amount Change Amount Change Amount
(Dollars in thousands, except per share data)
Interest inCOME ........ocvveeeeieeneeiiecececceecece e, $ 61,611 (12.1)% $ 70,058 98% $ 63,800
INterest EXPense.......ccovvveerienrericrerenresserernereeseseesesnene. 34,498 (10.7)% 38,617 22.9% 31,418
Net interest inCOME .........c.ooeevevneeeeeeeeereenrennen. 27,113 (13.8)% 31,441 (2.9)% 32,382
Provision for 10an 10SS€S.........ccccvvcverveereersveeeseeesnenn. 21,685 970.9% 2,025 83.3% 1,105
Noninterest INCOME............ovveveireirieereeeeteereeseeeeenens 2,606 55.8% 1,673 32.2% 1,266
Noninterest €Xpense .........c.cceeveeereveerererreeeereeresesnenene. 23,702 9.1% 21,718 5.0% 20,683
Income (loss) before income taxes...............c.ou......... (15,668) (267.2)% 9,371 (21.0)% 11,860
Income tax expense (benefit) ...........cccceeerereenerennnnne. (3,702) (202.8)% 3,601 (24.0)% 4,739
Income (loss) from continuing operations™ ............. (11,966) (307.4)% 5,770 (19.0)% 7,121
Loss from discontinued operations® ........................ — o — 100.0% (189)
Net income (10SS) .....coeeivvireeriveriirnnn. (11,966) (307.4)% 5,770 (16.8)% 6,932
Per share data —diluted
Income (loss) from continuing operations....... $ 1.14) @15.1)% $ 0.53 19.7% $ 0.66
Loss from discontinued operations.................. — — — 100.0% (0.02)
Net income (loss) per share—diluted..... (1.14) (B15.1)% 0.53 (17.2)% 0.64
Weighted average number of diluted shares ............. 10,473,476 (3.5)% 10,855,160 0.2% 10,829,775

(1) Net of taxes.

As the above table indicates, in 2008 we incurred a net loss of $12 million as compared to net income of $5.8 million in
2007, due to a number of factors, the most important of which was the worsening of the economic recession which led to
(1) significant increases in defaults by borrowers of their loans, which required us to recognize losses on those loans and to
significantly increase our allowance for loan losses and (ii) a decrease in our net interest income.

The following provides an overview of the more significant changes in our operating results in fiscal 2008, which are
discussed in greater detail in the discussion that follows this overview.

. Increase in Loan Losses and in the Provision for Loan Losses. The adverse effects of the worsening economic
recession are reflected in the provisions that we made for loan losses in fiscal 2008. During 2008, we made
provisions for loan losses totaling almost $21.7 million, as compared to approximately $2.0 million for fiscal
2007, in order to (i) to provide for loan charge-offs and write-downs totaling $12.4 million, and (ii) to increase
the allowance for loan losses (after giving effect to those loan charge-offs and write-downs), to approximately
$15.5 million at December 31, 2008. The increase in loan write-downs and our decision to significantly increase
our loan loss reserves were primarily attributable to a substantial increase in loan defaults by borrowers who
were adversely affected by the worsening economic recession and uncertainties as to its continued duration and
future severity.

. Decrease in Net Interest Income. Net interest income decreased by $4.3 million, or 14%, in fiscal 2008, despite
an increase in lending, primarily as a result of an $8.5 million, or 12%, decrease in interest income that was
primarily attributable to a reduction in prevailing market rates of interest resulting from interest rate reductions
implemented by the Federal Reserve Board to stimulate the economy and spur borrowings by businesses and
consumers. Due to those Federal Reserve Board actions, the prime rate of interest, which is the rate we charge on
a large portion of the loans we make, decreased by 400 basis points from the beginning to the end of 2008. Those
Federal Reserve Board interest rate reductions also enabled us to reduce the interest rates we paid on deposits and
other interest-bearing liabilities, which led to a $4 million, or 11%, decrease in interest expense that partially
offset the reduction in interest income in 2008.

. Increase in Noninterest Income. Noninterest income increased by $933,000 in fiscal 2008, as compared to fiscal
2007, primarily as a result of an increase of $2.1 million in gains on securities available for sale, and a $556,000
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increase in transaction fees and service charges, offset by a $1.6 million impairment in the carrying value of
certain available for sale securities.

. Increase in Noninterest Expense. Noninterest expense increased by $2 million, or 9%, in fiscal 2008, as
compared to fiscal 2007, due primarily to (i) a $1.4 million increase in 2008 in expenses incurred in connection
with real properties acquired from borrowers on or in lieu of foreclosures (commonly referred to as “real estate
owned” or “REO”), and (ii) an $860,000 increase of salaries and employee benefits due principally to the
addition of loan officers. Partially offsetting these increases was a $420,000 decrease in amortization of debt
issuance costs.

. Income Tax Benefit. Our net loss reflects the recognition of an income tax benefit of $3.7 million for 2008,
net of a valuation allowance of $3.0 million. This income tax benefit was primarily attributable to the loss
incurred in 2008 and an increase in deferred tax benefits, consisting principally of tax credit carryforwards
and income tax deductions.

Set forth below are certain key financial performance ratios and other financial data from continuing operations for the
periods indicated:

Year Ended December 31,
2008 2007 2006
RETUIM ON QVErage @SSELS.....ccvveuerrerurcrirriniisiisissisiisresrensessesesnens (1.06)% 0.53% 0.70%

Return on average shareholders’ equity (12.37Y% 6.25% 8.52%
Ratio of average equity to average assets 8.59% 8.47% 8.26%
Net interest Margin® ..........cccccveveerenenerenrenesinineeeeseeens 2.47% 2.96% 3.30%

(1) Net interest income expressed as a percentage of total average interest earning assets.

Changes in Financial Condition

To reduce our exposure to the deteriorating conditions in the real estate market, we have been reducing the volume of
single family residential and real estate construction loans since the fourth quarter of 2007, while increasing the volume of
commercial and business loans. As a result, as of December 31, 2008, single family residential and real estate construction
loans accounted for 11.6% of the loans in our loan portfolio, as compared to 14.4% at December 31, 2007.

We believe that these reductions in the volume of real estate related loans, together with our actions in charging off
non-performing loans and significantly increasing the allowance for loan losses , have improved the quality of our loan
portfolio and, at the same time, has enhanced our ability to absorb additional loan losses that may occur as a result of the
continuing economic recession.

The net loss in 2008 reduced shareholders equity by $12.0 million to $84.2 million and our tangible book value per
share to $8.08 at December 31, 2008 from $96.9 million and $9.36, respectively, at December 31, 2007. However,
notwithstanding the net loss in 2008 and the resulting decrease in shareholders equity, the ratio of our total capital-to-risk
weighted assets, which is the principal federal regulatory measure of the financial strength of banking institutions, was
12.1%. As a result, we continued to be classified, under bank regulatory guidelines, as a “well-capitalized” banking
institution, which is the highest of the capital standards established under federal banking regulations.

Critical Accounting Policies

Our consolidated financial statements are prepared in accordance with generally accepted accounting principles in
the United States (“GAAP”) and general practices in the banking industry. Certain of those accounting policies are
considered critical accounting policies, because they require us to make estimates and assumptions regarding
circumstances or trends that could affect the value of those assets, such as economic conditions or trends that could
impact our ability to fully collect our loans or ultimately realize the carrying value of certain of our other assets. Those
estimates and assumptions are made based on current information available to us regarding those economic conditions
or trends or other circumstances. If changes were to occur in the events, trends or other circumstances on which our
estimates or assumptions were based, or other unanticipated events were to occur that might affect our operations, we
may be required under GAAP to adjust our earlier estimates and to reduce the carrying values of the affected assets on
our balance sheet, generally by means of charges against income.

Our critical accounting policies relate to the determination of our allowance for loan losses, the fair value of securities
available for sale and the realizability, and hence the valuation, of our deferred tax asset.
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Allowance for Loan Losses. The accounting policies and practices we follow in determining the sufficiency of the
allowance we establish for possible loan losses require us to make judgments and assumptions about economic and market
conditions and trends that can affect the ability of our borrowers to meet their loan payment obligations to us. Accordingly,
we use historical loss factors, adjusted for current economic and market conditions, other economic indicators and applicable
bank regulatory guidelines, to determine the losses inherent in our loan portfolio and the sufficiency of our allowance for loan
losses. If unanticipated changes were to occur in those conditions or trends, or the financial condition of borrowers were to
deteriorate, or there were changes to these loss factors or regulatory guidelines, actual loan losses could be greater than those
that had previously been predicted. In such an event, it could become necessary for us to increase the allowance for loan
losses by means of a charge to income referred to in our financial statements as the “provision for loan losses.” Such an
increase would reduce the carrying value of the loans on our balance sheet, and the additional provision for loan losses taken
to increase that allowance would reduce our income in the period when it is determined that an increase in the allowance for
loan losses is necessary. During the fourth quarter of 2008, federal bank regulatory agencies adopted new and more stringent
guidelines and methodologies for identifying losses in bank loan portfolios and determining the sufficiency of loan loss
reserves, due to the worsening of the economic recession and the prospects that conditions would not improve during 2009.
We applied those new guidelines and methodologies beginning in the fourth quarter of 2008 and we will continue applying
them in 2009. See the discussion in the subsections entitled “—Provision for Loan Losses” and “—Allowance for Loan
Losses and Nonperforming Loans” below.

Fair Value of Securities Available for Sale. We determine the fair value of our investment securities by obtaining
quotes from third party vendors and securities brokers. When quotes are not available, a reasonable fair value is determined
by using a variety of industry standard pricing methodologies including, but not limited to, discounted cash flow analysis,
matrix pricing, option adjusted spread models, as well as fundamental analysis. These pricing methodologies require us to
make various assumptions relating to such matters as future prepayment speeds, yield, duration, monetary policy and demand
and supply for the individual securities. Consequently, if changes were to occur in the market or other conditions on which
those assumptions were based, it could become necessary for us to reduce the fair values of our securities, which would result
in changes to accumulated other comprehensive income/(loss) on our balance sheet. If the Company determines reductions in
the fair values of any securities are other than temporary, it will be necessary for the Company to take an impairment loss
directly to our income statement.

Utilization and Valuation of Deferred Income Tax Benefits. We recognize deferred tax assets and liabilities for the
future tax consequences related to differences between the financial statement carrying amounts of existing assets and
liabilities and their respective tax bases, and for tax credits. We evaluate our deferred tax assets for recoverability using a
consistent approach that considers the relative impact of negative and positive evidence, including our historical profitability
and projections of future taxable income. We are required to establish a valuation allowance for deferred tax assets and
record a charge to income or stockholders’ equity if we determine, based on available evidence at the time the determination
is made, that it is more likely than not that some portion or all of the deferred tax assets will not be realized. In evaluating the
need for a valuation allowance, we estimate future taxable income based on management-approved business plans and
ongoing tax planning strategies. This process involves significant management judgment about assumptions that are subject
to change from period to period based on changes in tax laws or variances between our projected operating performance, our
actual results and other factors. Accordingly, we have included the assessment of a deferred tax asset valuation allowance as
a critical accounting policy.

Our deferred tax assets increased to $6.6 million at December 31, 2008, net of a non-cash charge of $3.0 million that
we recorded to establish a partial deferred tax asset valuation allowance.

Discontinued Business

In the second quarter 2006, the Bank sold PMB Securities Corp, our retail securities brokerage business, which had
been operated as a wholly-owned subsidiary of the Bancorp. In accordance with Statement of Financial Accounting Standard
(“SFAS”) No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets”, the operating results of the retail
securities brokerage business has been classified as discontinued operations and prior period financial statements were
restated on that same basis. See “Selected Financial Data” and our consolidated financial statements contained in Item 8 of
this Report.

Additionally, as a result of the sale of the securities brokerage business, our commercial banking business constitutes
our continuing operations and the discussion that follows focuses almost entirely on its operations.
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Results of Operations
Net Interest Income

One of the principal determinants of a bank’s income is its net interest income, which is the difference between (i) the
interest that a bank earns on loans, investment securities and other interest earning assets, on the one hand, and (ii) its interest
expense, which consists primarily of the interest it must pay to attract and retain deposits and the interest that it pays on
borrowings and other interest-bearing liabilities, on the other hand. A bank’s interest income and interest expense are, in turn,
affected by a number of factors, some of which are outside of its control, including national and local economic conditions
and the monetary policies of the Federal Reserve Board which affect interest rates, the demand for loans by prospective
borrowers, the competition among banks and other lending institutions for loans and deposits, and the ability of borrowers to
meet their loan payment obligations. Net interest income, when expressed as a percentage of total average interest earning
assets, is a banking organization’s “net interest margin.”

Fiscal 2008 Compared to Fiscal 2007. In fiscal 2008, our net interest income decreased by $4.3 million, or 14%, to
$27.1 million, from $31.4 million in fiscal 2007, primarily as a result of an $8.4 million, or 12%, decrease in interest income
that more than offset a $4.1 million, or 10.7%, decrease in interest expense. The decrease in interest income in 2008 over
2007 was due primarily to a decrease in the average interest rate earned (i) on loans to 6.24% in 2008 from 7.41% in 2007,
and (ii) on short-term investments to 1.72% in 2008 from 5.03% in 2007, primarily as a result of the interest rate reductions
implemented by the Federal Reserve Board during 2008.

The average interest rate on deposits and other interest-bearing liabilities declined to 4.02% in 2008 from 4.7% in
2007, primarily due to those same interest rate reductions by the Federal Reserve Board, which enabled us to reduce interest
rates on deposits and benefit from reductions in interest rates on borrowings and other interest bearing liabilities.

Our net interest margin for fiscal 2008 decreased to 2.47% in 2008 from 2.96% in fiscal 2007, as the decrease in
interest income was greater than the decrease in interest expense in 2008, because the beneficial impact of the decline in
interest rates on our interest expense in 2008 was partially offset by the effects on interest expense of (i) an increase in the
volume of our deposits and (ii) a change in the mix of our deposits to a higher proportion of time deposits (on which we pay
higher rates of interest than on other deposits) and a lower proportion of non-interest bearing deposits.

Fiscal 2007 Compared to Fiscal 2006. In fiscal 2007, our net interest decreased by $941,000, or 3%, to $31.4 million,
from $32.4 million in fiscal 2006, primarily as a result of a $7.2 million, or 23%, increase in interest expense that more than
offset a $6.3 million, or 10% increase in interest income.

The increase in interest expense in 2007 over 2006 was due primarily to (i) increases of $101 million in the average
volume of our time deposits, on which we pay higher rates of interest than on core deposits, and (ii) an increase in the
average interest rate paid on interest-bearing liabilities to 4.76% in 2007 from 4.24% in 2006, primarily as a result of the
increases in interest rates promulgated by the Federal Reserve Board during the first nine months of 2007.

The increase in interest income was primarily attributable to (i) an increase of $47 million, or 7%, in the average
volume of our outstanding loans during fiscal 2007 over fiscal 2006 and (ii) an increase in yields on interest earning assets to
6.60% in 2007 from 6.50% in 2006, due primarily to the effects of interest rate increases by the Federal Reserve Board in
furtherance of its national monetary policies. We funded the increase in loan volume by increasing the volume of interest-
bearing deposits and with funds generated by sales of securities held for sale.

Our net interest margin for fiscal 2007 decreased to 2.96% from 3.30% in fiscal 2006. That decrease was primarily
attributable to the overall increase in deposits, together with a change in the mix of our deposits to a higher proportion of time
deposits and a lower proportion of non-interest bearing deposits, in 2007 compared to 2006, which caused our interest
expense to increase at a faster rate than did our interest income.
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Information Regarding Average Assets and Average Liabilities

The following tables set forth information regarding our average balance sheet, yields on interest earning assets,
interest expense on interest-bearing liabilities, the interest rate spread and the interest rate margin for the years ended

December 31, 2008, 2007, and 2006. Average balances are calculated based on average daily balances.

Year Ended December 31,
2008 2007
Interest Average Interest Average
Average Earned/ Yield/ Average Earned/ Yield/
Balance Paid Rate Balance Paid Rate
(Dollars in thousands)
Interest earning assets:
Short-term investments™ ...........ccooeeeviivvecceeerenennn, $ 53753 $ 924 1.72% $ 71,127 $ 3,581 5.03%
Securities available for sale and stock® ................... 230,021 10,148 4.41% 246,332 11,266 4.57%
Loans @ ..., 809,543 50,539 6.24% 744,589 55211 7.41%
Total earning assets............cccecvvvevereereerereenenns, 1,093,317 61,611 5.64% 1,062,048 70,058 6.60%
Noninterest earning assets..............ccocevverevereeverennane. 33,321 28,524
Total ASSEtS.....cocveeiveeeereereeereviieinne $1,126,638 $ 1,090,572
Interest-bearing liabilities:
Interest-bearing checking accounts................. $ 20,176 108 0.53% $ 22,245 154 0.69%
Money market and savings accounts............... 134,701 2,619 1.94% 154,263 5,337 3.46%
Certificates of deposit.........ccccvevvevvceeivrinnnnen, 455,138 20,746 4.56% 396,909 20,454 5.15%
Other borrowings ..........cccvevveevevveeveeereiceienen, 231,057 9,952 4.31% 214,979 10,716 4.98%
Junior subordinated debentures ...................... 17,682 1,073 6.07% 23,142 1,956 8.45%
Total interest-bearing liabilities ............ 858,754 34,498 4.02% 811,538 38,617 4.76%
Noninterest-bearing liabilities ...........ccccocevenrennnnnn.. 171,127 186,681
Total Liabilities ..........coooeevverveeciecnenn, 1,029,881 998,219
Shareholders’ equity........ccccecvveereereirereiresiere e, 96,757 92,353
Total Liabilities and Shareholders’ Equity............... $1,126,638 $ 1,090,572
Net interest iNCOME........o.vveeeeeereeeeeeeeeeeeeeeeeeeennn, $ 27,113 $31,441
Interest rate spread..........c.coveviinninenineneeeee, 1.62% 1.84%
Net interest Mmargin..........ccoveeveeeereererveveevereeeenenane, 2.47% 2.96%

(1)  Short-term investments consist of federal funds sold and interest bearing deposits that we maintain at other

financial institutions.

(2)  Stock consists of Federal Home Loan Bank Stock and Federal Reserve Bank Stock.

(3) Loans include the average balance of nonaccrual loans.
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Short-term investments” ........
Securities available for sale and StOCK® ......ccoovvrevveeceeee e

Noninterest earning assets......

Total Assets

Interest-bearing liabilities:
Interest-bearing checking accounts..........oooeeeiieinennnnnnnieneens
Money market and savings aCCOUNES ........ccoereeeririenirenncccniinins
Certificates of deposit...
Other borrowings ..........
Junior subordinated debentures .............cooeieivmeieeineinneeninnns

Total €arning asSets ..........ccovviervrmrrereesesieeenisesieeriecnens

..............................................................

Total interest-bearing liabilities............covvveeinenes

Noninterest-bearing liabilities

Total Liabilities........ccoveverveeninnineceiciiiiiineieenes
Shareholders’ equity...............

Total Liabilities and Shareholders’ EQuity.........ccccovvivmiininiericninninns

Net interest income.................

Interest rate spread..................

Net interest margin................

(1)  Short-term investments consist of federal funds sold and interest bearing deposits that we maintain at other

financial institutions.
(2)  Stock consists of Federal Home Bank Stock and Federal Reserve Bank Stock.
(3) Loans include the average balance of nonaccrual loans.
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Year Ended December 31, 2006

Average Balance Interest Earned/ Paid

Average Yield/Rate

(Dollars in thousands)

$ 27,726 $ 1,403
257,036 11,423
697,176 50,974
981,938 63,800

29,538

$ 1,011,476

$ 24,490 166
142,416 4,419
296,070 13,780
250,277 10,799

27,837 2,254
741,090 31,418
186,845
927,935

83,541

$ 1,011,476

$ 32,382

5.06%
4.44%
731%

6.50%

0.68%
3.10%
4.65%
4.32%
8.10%

4.24%

2.26%
3.30%



The following table sets forth changes in interest income, including loan fees, and interest paid in each of the years
ended December 31, 2008, 2007 and 2006 and the extent to which those changes were attributable to changes in (i) the
volumes of or in the rates of interest earned on interest-earning assets and (ii) the volumes of or in the rates of interest paid on
our interest-bearing liabilities.

2008 Compared to 2007 2007 Compared to 2006
Increase (decrease) due to Changes in Increase (decrease) due to Changes in
Total Total
Increase Increase
Volume Rates (Decrease) Volume Rates (Decrease)

(Dollars in thousands)
Interest income

Short-term investments™®...........c.ccoeevererennnnne. $ (720) $ (1,937) $ (2,657) $ 2,185 § 7 $ 2,178
Securities available for sale and stock®.......... (729) (389) (1,118) (484) 327 (157)
Loans......coooevevieinininnee e, 4,545 (9,217) (4,672) 3,507 730 4,237
Total earning assets............coeeveeveennene, 3,096 (11,543) (8,447) 5,208 1,050 6,258
Interest expense
Interest-bearing checking accounts................. (13) (33) (46) (15) 3 (12)
Money market and savings accounts.............. (610) (2,108) (2,718) 385 533 918
Certificates of deposit.........cccueeveeeevrcvrnennne. 2,807 (2,515) 292 5,077 1,597 6,674
BOITOWINES ..ottt 763 (1,527) (764) (1,637) 1,554 (83)
Junior subordinated debentures ...................... (403) (480) (883) (393) 95 (298)
Total interest-bearing liabilities ............ 2,544 (6,663) (4,119) 3,417 3,782 7,199
Net interest income...................... $§ 552 $ (4.880) $ (4,328) $ 1,791 $(2,732) $ (941)

(1)  Short-term investments consist of federal funds sold and interest bearing deposits with financial institutions.
(2)  Stock consists of Federal Reserve Bank stock and Federal Home Loan Bank stock.

The above table indicates that in 2008 declines in interest rates resulted in a $4.9 million decline in net interest income,
partially offset by a $552,000 increase in net interest income attributable to increased loan volume. In 2007, declines in
interest rates resuited in a $2.7 million decrease in net interest income, partially offset by a $1.8 million increase in net
interest income that was attributable to increases in the volumes of loans and short term investments.

Provision for Loan Losses

Like virtually all banks and other financial institutions, we follow the practice of maintaining an allowance for possible
loan losses that occur from time to time as an incidental part of the banking business. When it is determined that the payment
in full of a loan has become unlikely, the carrying value of the loan is reduced (“written down”) to what management
believes is its realizable value or, if it is determined that a loan no longer has any realizable value, the carrying value of the
loan is written off in its entirety (a loan “charge-off”). Loan charge-offs and write-downs are charged against that allowance.
The amount of the allowance for loan losses is increased periodically (i) to replenish the allowance after it has been reduced
due to loan charge-offs, (ii) to reflect increases in the volume of outstanding loans, and (iii) to take account of changes in the
risk of potential losses due to a deterioration in the condition of borrowers or in the value of property securing non—
performing loans or adverse changes in economic conditions. See “—Financial Condition—Allowance for Loan Losses and
Nonperforming Loans” below in this section of this Report. Increases in the allowance for loan losses are made through a
charge, recorded as an expense in the statement of operations, referred to as the “provision for loan losses.” Recoveries of
loans previously charged-off are added back to the allowance and, therefore, have the effect of increasing the allowance and
reducing the amount of the provision that might otherwise have to be made to replenish or increase the allowance.

We employ or if changes were made to regulatory guidelines, industry standards and historical loan loss
experience to determine both the sufficiency of the allowance for loan losses and, the amount of the provisions that are
required to be made for potential loan losses. However, those determinations involve judgments about trends in current
economic conditions and other events that can affect the ability of borrowers to meet their loan obligations to us. The
duration and anticipated effects of prevailing economic conditions or trends can be uncertain and could be affected by
number of risks and circumstances that are outside of our ability to control. See the discussion above in Item 1A of this
Report under the caption “RISK FACTORS—We could incur losses on the loans we make.” If changes in economic or
market conditions or unexpected subsequent events were to occur, or if changes were made to bank regulatory
guidelines or industry standards that are used to assess the sufficiency of the allowance for loan losses, it could become
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necessary to incur additional, and possibly significant, charges to increase the allowance for loan losses, which would
have the effect of reducing our income or causing us to incur losses.

In addition, the FRB and the California Department of Financial Institutions (the “DFI”), as an integral part of their
examination processes, periodically review the adequacy of our allowance for loan losses. These agencies may require us to
make additional provisions for possible loan losses, over and above the provisions that we have already made, the effect of
which would be to reduce our income.

In fiscal 2008 we made provisions for possible loan of $21.7 million, as compared to $2.0 million in 2007. That
increase was due to a $12.4 million in loan charge-offs and write-downs and increases in non-performing loans, primarily
consisting of real estate related loans, and a decision to increase the allowance for loans losses at December 31, 2008 to $15.5
million (after giving effect to those loan charge-offs and write-downs). The principal factors that led us to make that decision
were (i) the worsening of the economic recession during the second half of 2008 and uncertainties with respect to its duration
and ultimate severity, which increased the risks of loan defaults by borrowers, and (ii) a $64 million increase in the volume of

outstanding loans.

The following table sets forth the changes in the allowance for loan losses in the years ended December 31, 2008,
2007, 2006, 2005 and 2004.

Year Ended December 31,

2008 2007 2006 2005 2004
(Dollars in thousands)
Total gross loans outstanding at end of period ¥ ........ $843,494  $ 779,197 $ 746,886  $ 655,153  § 515,859
Average total loans outstanding for the period ........ $ 809,543 $ 744589 $ 697,176  $ 561,908  $ 441,605
Allowance for loan losses at beginning of period....... $ 6126 $ 5929 $ 5126 $ 4,032 $ 3943
Loans charged off
Commercial 10ans @........ccccoveriviinnininninnnnnnin (4,591) (1,006) (102) — (889)
Construction loans — single family .................... (3,424)
Construction loans — other........c..ccccecevecieiiinnenn. (2,680)
Commercial real estate loans ...........coccooivienenns (1,006)
Residential mortgage loans — single family........ (307) (696) (184) — —
Consumer 10ans ........cccoccevveerercniiininniinneneenens (311) (130) 31 (53) )
Other 10ans..........cceveereevermeniniinccieeeeeeenea (119)
Total loans charged off...........ccoeveennnn. (12,438) (1,832) 317N (53) (890)
Loans recovery
Commercial 10ans .........cccceeveeviviiiinnininnnenins 37
Consumer 10ans .......c.ccecceevecrniininineneeeene 3 4 15 2 6
Other 10ans.......c.coceveivinienniineiecee e 40
Total 10ans reCOVErY .....cveeerreercriiniinninnns 80 4 15 2 6
Net loans charged off ... (12,358) (1,828) (302) (3] (884)
Provision for loan losses charged to
OPETAtiNgG EXPENSE ....covviniirierinierieierenssssessesssssieacs 21,685 2,025 1,105 1,145 973
Allowance for loan losses at end
of period ...c.coovvevrcceiiiiiiieninan, $ 15,453 $ 6126 $ 5929 $ 5126 § 4,032
Allowance for loan losses as a percentage of
average total loans ... 1.91% 0.82% 0.85% 0.91% 0.91%
Allowance for loan losses as a percentage of total
outstanding loans at end of period............cccoevevneees 1.83% 0.79% 0.79% 0.78% 0.78%
Net charge-offs as a percentage of average
tOtal IOANS...c..eveeeceeereeencrinic et 1.53% 0.25% 0.04% 0.01% 0.20%
Net charge-offs as a percentage of total loans
outstanding at end of period ..........ccccooveiiniiiiinnnins 1.47% 0.23% 0.04% 0.01% 0.17%
Net loans charged-off to allowance for loan losses..... 79.97% 29.84% 5.09% 0.99% 21.92%
Net loans charged-off to provision for loan losses...... 56.99% 90.27% 27.33% 4.45% 90.85%

(1) Includes net deferred loan costs and excludes loans held for sale.
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(2) Approximately 44% of the commercial loan charge-offs in 2008 were attributable to loans made to commercial real

estate related businesses or enterprises.

Noninterest Income

The following table identifies the components of and the percentage changes in noninterest income in the fiscal years

ended December 31, 2008, 2007 and 2006, respectively:

Year Ended December 31,
2008 2006
Percentage Percentage
Amount Change Amount Change Amount
(Dollars in thousands)
Service fees on deposits and other banking transactions ................ $ 1,151 93.4% $§ 595 44% $ 570
Net gains on sales of securities available for sale ..............couu......... 2,346 792.0% 263 N/M ——
Non-temporary impairment of securities available for sale ............ (1,603) N/M — N/M
Net loss on sale of other real estate owed ...............cooeveverirerinnnnene. (40) N/M — N/M —
OHRET ..ttt ettt eseeaenes 752 (7.1% 815 17.1% 696
Total NONINETESt INCOME ......veevivririeeeeeieiteteereeeeereseeeeeeeeerereesaens $ 2,606 558% $1,673 32.1% $ 1,266

In fiscal 2008, noninterest income increased by $933,000, or 55.8%, as compared to fiscal 2007, due primarily to
(i) $2.3 million of gains on sales of securities available for sale, and (ii) a $556,000 increase in fees and service charges on

deposit account transactions, due primarily to an increase in the volume of deposit transactions, partially offset by a

$1.6 million impairment loss to certain of the asset backed securities in our investment portfolio.

In fiscal 2007, noninterest income increased by $407,000, or 32.1%, as compared to fiscal 2006, due primarily to
(i) increases in the fair values of securities held for sale, including mutual funds and other Bank owned investments, and

(ii) gains on sales of securities available for sale.

Noninterest Expense

The following table sets forth the principal components of noninterest expense and the amounts thereof incurred in
continuing operations in the years ended December 31, 2008, 2007 and 2006, respectively.

Year Ended December 31,
2008 Percent 2007 Percent 2006
Amount Change Amount Change Amount
(Dollars in thousands)

Salaries and employee benefits ............coeeiviicinerereeeeeeeeee s s $ 12,767 72% $ 11,907 25% $ 11,618
OCCUPANCY ...ttt ettt et e e seeea e e eeeees et eseetesesens 2,741 0.9% 2,716 5.0% 2,586
Equipment and depreciation............c.cccoeeveevvvveeeninieeceeeeeereseeenen, 1,073 (13.4)% 1,239 (7.8)% 1,344
Data PrOCESSING .....c.cocrrveverirenrirriirieereetiteeee ettt 675 — 675 1.5% 665
CUSLOMET EXPENSE. ....veuiererrererieeiererieeeereeereietess e steeeeneene e seesesesanens 479 (27.5)% 661 (17.8)% 804
FDIC INSUTANCE ....covevivenieviirienrceieieseeeeeresee st st ee e eeeeseeeeneeas 634 24.8% 508  568.4% 76

Other real estate owned eXpenses..........ocoeeuveveverereererereeevereriineas 1,357  270.4% 5 N/M —
Professional fees..........cooeeieiiiieeveieecieeeece e 1,187 15.4% 1,029 (7.00% 1,107
Amortization of debt iSSUANCE COSES.......cccovvvvieiriieiciieeeeeeeeeeeee 69 (85.9)% 489  757.9% 57
Other operating eXpenses M ..........ccoeeveueeveverieieiiiieeeeeeeeeeeeeeesenene 2,720 9.3% 2,489 2.6% 2,426
Total non interest Xpense ...........ccc.eecevereerererecriieieeeeererereenene $ 23,702 9.1% $ 21,718 5.0% $ 20,683

(1) Other operating expenses primarily consist of telephone, advertising, and investor relations, promotional, business
development, and regulatory expenses, insurance premiums and correspondent bank fees.

The increase in noninterest expense in 2008 was primarily attributable to (i) an increase in the number of real

properties acquired on or in lieu of foreclosure, which caused us to incur expenses of nearly $1.4 million as compared to just
$5,000 in 2007, and (ii) a $860,000 increase in salaries and employee benefits due primarily to the addition, during 2008, of
new loan officers at the Bank, partially offset by a $420,000 decrease in the amortization of debt issuance costs.
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In fiscal 2007, noninterest expense increased by $1.0 million or 5%, compared to fiscal 2006, due primarily to (i) the
early redemption, in the third quarter of 2007, of $10.3 million principal amount of Junior Subordinated Debentures as a
result of which we recognized a non cash charge of $443,000, representing the original issuance costs of those Debentures
that we had formerly been amortizing over their original 30-year term, and (ii) increases, mandated by the F ederal Deposit
Insurance Reform Act of 2005, in FDIC insurance assessments payable by all FDIC insured banking institutions.

A measure of our ability to control noninterest expense is our efficiency ratio, which is the ratio of noninterest
expense to net revenue (net interest income plus noninterest income). As a general rule, a lower efficiency ratio
indicates an ability to generate increased revenue without a commensurate increase in the staffing and equipment and
third party services and, therefore, would be indicative of greater operational efficiencies. However, a bank’s efficiency
ratio can be adversely affected by factors such as the opening of new banking offices or in the Bank’s case, the 2008
impact of additional REO expenses.

As a result of the decrease in our net interest income and the increase in noninterest expense in 2008, our efficiency
ratio was 80% in 2008, as compared to 66% in 2007 and 61% in 2006.

Income tax expense (benefit)

Due primarily to the pre-tax loss we incurred in 2008, our deferred tax assets increased from $4.6 million at December
31, 2007 to $6.6 million, net of a valuation allowance of $3.0 million, at December 31, 2008. We recognized and established
the valuation allowance in the fourth quarter of 2008 to reduce the deferred tax assets to an amount we considered to be
recoverable after we had made a determination that it had become less likely than not that we would be able to use the tax
deductions and tax credit carryforwards comprising the deferred tax assets, in full, prior to their expiration. The valuation
allowance was established by a non-cash charge to our statement of operations that was reflected in the income tax benefit
recorded for 2008.

The factors that led us to record a partial valuation allowance against our net deferred tax assets are discussed above in
“Critical Accounting Policies—Utilization and Valuation of Deferred Income Tax Benefits” of this Item 7 and in the “Notes
to Consolidated Financial Statements—Note 10, Income Taxes.” The amount of deferred tax assets considered realizable is
subject to adjustment in future periods. We will continue to monitor available evidence related to our ability to utilize our
remaining deferred tax assets. If we determine, in the future, that a full recovery of our remaining deferred tax assets has
become unlikely, we would record an additional valuation allowance against the deferred tax assets that we estimate may not
be recoverable. Our income tax expense or benefit in future periods will be reduced or increased to the extent of offsetting
decreases or increases to our valuation allowance.

Financial Condition
Assets

Our total consolidated assets increased by $87 million, or 8%, to $1.164 billion at December 31, 2008 from $1.077
billion at December 31, 2007, primarily as a result of (i) an increase in the volume of our outstanding loans, which was
primarily attributable to the addition of new loan officers and the growth of our lending business, and (ii) an increase in cash
and cash equivalents during 2008 to increase our liquidity in response to the worsening of the economic recession and its
impact on California, which has seen significant declines in real property values, increases in real estate foreclosures and
sharp increases in unemployment (which exceeds the national average). This increase in outstanding loans was funded
primarily by increases in time deposits.

The following table sets forth the composition of our interest earning assets at:

December 31, December 31,
2008 2007
(In thousands)

Federal funds SOLA (... .o..eiviiiieieeeeeieee et eee st erer st reereeeesnesbe s s aaennenans $ — $ 39,400
Interest-bearing deposits with financial institutions® ........ 90,707 —
Interest-bearing time deposits with financial institutions 198 198
Federal Reserve Bank and Federal Home Loan Bank Stock, at cost . 13,420 12,662
Securities available for sale, at fair value .........cceevveviiiniiniiiiiiniinrcei, 160,945 218,838

Loans (net of allowances of $15,453 and $6,126, respectively)..........ccceenennnev. 828,041 773,071

@ Includes interest-earning balances maintained at the Federal Reserve Bank of San Francisco.
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Investment Policy and Securities Available for Sale

Our investment policy is designed to provide for our liquidity needs and to generate a favorable return on investment
without undue interest rate risk, credit risk or asset concentrations. Our investment policy:

+ authorizes us to invest in obligations issued or fully guaranteed by the United States Government, certain federal
agency obligations, time deposits issued by federally insured depository institutions, municipal securities and in

federal funds sold;

* provides that the weighted average maturities of U.S. Government obligations and federal agency securities cannot

exceed 10 years and municipal obligations cannot exceed 25 years;

* provides that time deposits that we maintain at other financial institutions must be placed with federally insured
financial institutions, cannot exceed the maximum FDIC insured amount in any one institution and may not have a

maturity exceeding 60 months; and

 prohibits engaging in securities trading activities.

Securities Available for Sale. Securities that we intend to hold for an indefinite period of time, but which may be sold
in response to changes in liquidity needs, in interest rates, or in prepayment risks or other similar factors, are classified as
“securities available for sale”. Such securities are recorded on our balance sheet at their respective fair values and increases
or decreases in those values are recorded as unrealized gains or losses, respectively, and are reported as “Other
Comprehensive Income (Loss)” on our balance sheet, rather than included in or deducted from our earnings.

The following is a summary of the major components of securities available for sale and a comparison of the amortized
cost, estimated fair values and the gross unrealized gains and losses attributable to those securities, as of December 31, 2008,

2007 and 2006:
Gross Gross Estimated
Amortized Cost Unrealized Gain Unrealized Loss Fair Value
(Dollars in thousands)
December 31, 2008
Securities available for sale:
U.S. Agencies/Mortgage backed securities ............ $ 126,065 $ 1,538 $ (471)  $127,132
Collateralized mortgage obligations....................... 10,703 4 (1,340) 9,367
Total government and agencies securities..... 136,768 1,542 (1,811) 136,499
Municipal SECUTItIES......c...cvveevieiieeeeeeeeeereeeernens 22,895 90 (1,523) 21,462
Asset backed securities...........ocovvevveveeeeeeeeeeen, 1,237 — — 1,237
Mutual fund ........cveevveeeeiiieeeeeeeeeeeeeeen 1,747 — — 1,747
Total securities available for sale.................. $ 162,647 $ 1,632 $ (3,334)  $160,945
December 31, 2007
Securities available for sale:
U.S. Agencies/Mortgage backed securities ............ $ 174370 $ 511 $ (1,693)  $173,188
Collateralized mortgage obligations........................ 18,885 — (376) 18,509
Total government and agencies securities..... 193,255 511 (2,069) 191,697
Municipal SECUTTtIES .....ecvvvveereeteceeereereeer e, 22,893 65 417) 22,541
Asset backed securities .........cooocveeieceenrieiveiereennee. 2,857 (5) 2,852
Mutual funds.........coooeieeeieiiiiieeeiee e 1,748 — — 1,748
Total securities available for sale.................. $ 220,753 $ 576 $ (2,491)  $218,838
December 31, 2006
Securities available for sale:
U.S. Agencies/Mortgage backed securities ............ $ 211,790 $ 91 $ (4,608)  $207,273
Collateralized mortgage obligations....................... 21,751 — (437) 21,314
Total government and agencies securities..... 233,541 91 (5,045) 228,587
Municipal SECULItIES.....cocvererrirrericieeieesrereeere s 11,651 201 —_ 11,852
Mutual fund ........ccovmeviniee 1,473 — — 1,473
Total securities available for sale.................. $ 246,665 $ 292 $ (5,045)  $241,912




At December 31, 2008, U.S. Government and federal agency securities, consisting principally of mortgage backed
securities and collateralized mortgage obligations with an aggregate fair market value of $143 million were pledged to secure
Federal Home Loan Bank borrowings, repurchase agreements, local agency deposits and Treasury, Tax and Loan accounts.

The amortized cost, at December 31, 2008, of securities available for sale are shown in the table below by contractual
maturities and historical prepayments based on the prior three months of principal payments. Expected maturities will differ
from contractual maturities and historical prepayments, particularly with respect to collateralized mortgage obligations,
because changes in interest rates will affect the timing and the extent of prepayments by borrowers.

December 31, 2008
Maturing in
Over one Over five
One year year through years through Over ten
or less five years ten years years Total
Weighted Weighted Weighted Weighted Weighted
Book  Average Book Average Book Average Book Average Book Average
Value Yield Value Yield Value Yield Value Yield Value Yield
(Dollars in thousands)
Securities available for sale!"):
U.S. Agencies/Mortgage
backed securities................ $12,511  4.19% $43,152 429% $23,953  4.63% $46,449  4.71% $126,065 4.50%
Collateralized
mortgage obligations.......... 2,155 4.58% 2,567 4.45% 5,981 4.55% — 0.00% 10,703 4.53%
Municipal securities ................ 3,128  4.10% 19,767 4.26% 22,895 4.24%
Asset backed securities............ 1,237  2.83% 1,237  2.83%
Total Securities Available
for sale M ..o $14,666  4.25% $45,719  430% $33,062  4.56% $67,453  4.54% $160,900  4.45%

(D

maturity dates.

Mutual fund securities of $1.7 million are excluded from the above table, as they do not have stated contractual

The table below shows, as of December 31, 2008, the gross unrealized losses and fair values of our investments,
aggregated by investment category and length of time that the individual securities have been in a continuous

unrealized loss position.

Securities With Unrealized Loss as of December 31, 2008

Less than 12 months 12 months or more Total
Unrealized Unrealized Unrealized

(Dollars In thousands) Fair Value Loss Fair Value Loss Fair Value Loss
US agencies and mortgage

backed SeCUrities.........ccocevruererieririiinennnns $ 8,126 § @47) $ 19973 $ (424) $ 28,099 $ @7
Collateralized mortgage obligations............. 2,837 (264) 6,102 (1,076) 8,939 (1,340)
Municipal SECUTItES. ..........verrrvverrrereeeeeereee 12,868 (852) 3,881 (671) 16,749 (1,523)
Total temporarily impaired securities........... $ 23831 $ (1,163) $ 29956 $ (2,171) $ 53,787 § (3,334)

We regularly monitor investments for significant declines in fair value. We believe that the declines in the fair
values of the these investment securities below their amortized costs, as set forth in the table above, are temporary
because: (i) those declines are due to interest rate changes and not due to a deterioration in the creditworthiness of the
issuers of those investment securities, and (ii) we have the ability to hold those securities until there is a recovery in

their values or until their maturities.

45



Loans

The following table sets forth the composition, by loan category, of our loan portfolio, excluding mortgage loans held
for sale, at December 31, 2008, 2007, 2006, 2005 and 2004:

Year Ended December 31,
2008 2007 2006 2005 2004
Amt Percent Amt Percent Amt Percent Amt Percent Amt Percent
(Dollars in thousands)
Commercial loans .............coueue... $300,945 35.7% $269,887 34.6% $230,960 30.9% $187,246 28.6% $132,964 25.8%
Commercial real estate
loans — owner occupied.......... 174,169  20.6% 163,949 21.0% 128,632 17.2% $ 87,622 13.4% 85,761 16.6%
Commercial real estate
loans — all other............ocu.... 127,528 15.1% 108,866 14.0% 125,851 16.8% 154,244 23.5% 88,759 17.2%
Residential mortgage
loans — multi-family .............. 100,971 12.0% 92,440 11.9% 98,678 13.2% 74,424 11.4% 80,502 15.6%
Residential mortgage
loans — single family.............. 7.7% 64,718 83% 76,117 10.2% 99,261 15.1% 92,692 18.0%

39% 47,179 6.1% 65,120 8.7% 27,557 42% 23,686 4.6%
3.9% 25,800 3.3% 16,733 22% 19,499 3.0% 6,045 1.2%

Construction loans .............
Land development loans ....

Consumer 10ans.........cccevervevenrene. 1.1% 6,456 0.8% 5,401 0.7% 5,523 0.8% 5,471 1.1%
Gross loans....................... 843,724 100.0% 779,295 100.0% 747,492 100.0% 655,376 100.0% 515,880 100.0%
Deferred fee (income)
COSES, NEL ...ovveveerrerinreireinr e (230) (98) (606) (223) 21
Allowance for loan losses........... (15,453) (6,126) (5,929) (5,126) (4,032)
Loans, net..........ccoecvemreee $ 828,041 $773,071 $740,957 $650,027 $511,827

Commercial loans are loans to businesses to finance capital purchases or improvements, or to provide cash flow for
operations. Real estate and residential mortgage loans are loans secured by trust deeds on real properties, including
commercial properties and single family and multi-family residences. Construction loans are interim loans to finance specific
construction projects. Consumer loans include installment loans to consumers.

The following tables set forth the maturity distribution of our loan portfolio (excluding single and multi-family
residential mortgage loans and consumer loans) at December 31, 2008:

December 31, 2008
Over One
Year
One Year Through Over Five
or Less Five Years Years Total

(In thousands)
Real estate and construction loans®

Floating 1ate .......c.ocevvveeeereieereceeeeeeeevieaas $ 33,141 $ 14,320 $159,408 $206,869
Fixed rate......ccccovveveeeiricicieciceceeee e 42,523 85,279 32,837 160,639
Commercial loans
Floating rate ........ccooeveveeveeeeeeeeecieececereeeene 68,877 22,507 7,966 99,350
Fixed rate......ccooveeveirieieeeeeeeeeeeee e 139,057 42,704 19,834 201,595
Total....coiiieeeeeieecieeeceeeee e $283,598 $164,810 $220,045 $668,453

(1)  Does not include mortgage loans on single or multi-family residences or consumer loans, which totaled
$166.1 million and $9.2 million, respectively, at December 31, 2008.
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Allowance for Loan Losses and Nonperforming Loans

Allowance for Loan Losses. The allowance for loan losses at December 31, 2008 was $15.5 million, which represented
approximately 1.83% of the loans outstanding at December 31, 2008, as compared to $6.1 million, or 0.79%, of the loans
outstanding at December 31, 2007. This increase in the allowance for loan losses was primarily attributable to (i) the
deteriorating economy during the second half of 2008, and uncertainties as to the duration and ultimate severity, of the
current economic recession and (ii) the application of new and more stringent guidelines and methodologies for assessing the
sufficiency of the allowance that were recently adopted by bank regulatory agencies largely in response to these economic
conditions and uncertainties. See “—Results of Operations—Provision for Loan Losses” above.

We carefully monitor changing economic conditions, the loan portfolio by category, the financial condition of
borrowers, the history of the loan portfolio, and we follow bank regulatory guidelines in determining the adequacy of the
allowance for loan losses. We believe that the allowance at December 31, 2008 was adequate to provide for losses inherent in
the loan portfolio. However, as the volume of loans increases, additional provisions for loan losses will be required to
maintain the allowance at adequate levels. Additionally, the allowance was established on the basis of assumptions and
judgments regarding such matters as economic conditions and trends, the financial condition of borrowers, and historical
industry loan loss data and bank regulatory guidelines and, if there were changes in those economic conditions or trends or in
applicable bank regulatory guidelines, actual loan losses in the future could be greater, possibly to a significant extent, than
the losses that had been predicted on the basis of those earlier assumptions, judgments and guidelines. See “—Results of
Operations—Provision for Loan Losses” above, which includes a table that sets forth the changes in the allowance for loan
losses in each of the years in the five year period ended December 31, 2008.

The following table provides a summary of the allocation of the allowance for loan losses to specific loan categories at
the dates indicated below. The allocations presented should not be interpreted as an indication that loans charged to the
allowance will occur in these amounts or proportions, or that the portion of the allowance allocated to each loan category
represents the total amount available for future losses that may occur within these categories as the total allowance is
applicable to the entire loan portfolio.

December 31,

2008 2007 2006 2005 2004
% of % of % of % of % of
Allow Allow to Allow Allow to Allow Allow to Allow Allow to Allow Allow to
for Category for Category for Category for Category for Category
Loan of Loan of Loan of Loan of Loan of
Losses Loans Losses Loans Losses Loans Losses Loans Losses Loans
(Dollars in thousands)
Real estate loans....... $ 6,012 1.29% $2,216 0.51% $2,543 0.59% $2,266 0.55% $1,853 0.53%
Commercial loans..... 8,055 2.68% 3,072 1.14% 2,523 1.09% 2,473 1.32% 1,839 1.38%
Construction loans.... 1,257 1.91% 779 1.07% 756 0.92% 312 0.66% 246 0.83%
Consumer loans........ 129 1.41% 59 0.91% 107 1.98% 75 1.36% 94 1.72%
Total.....coceueene $15,453 1.83% $6,126 0.79% $5,929 0.79% $5,126 0.78% $4,032 0.78%

Allocations are identified by loan category and allocated according to charge-off data and our analysis of the
collectibility of the loans in each loan category. Substantially all of the loans in our loan portfolio are graded in the process of

assessing the adequacy of the allowance.

Non-Performing Loans. We also measure and establish reserves for loan impairments on a loan-by-loan basis
using either the present value of expected future cash flows discounted at a loan’s effective interest rate, or the fair
value of the collateral if the loan is collateral-dependent. We exclude, from our impairment calculations, smaller,
homogeneous loans such as consumer installment loans and lines of credit. Also, loans that experience insignificant
payment delays or shortfalls are generally not considered impaired. We cease accruing interest and, therefore, classify
as nonaccrual, any loan as to which principal or interest has been in default for a period of 90 days or more, or if
repayment in full of interest or principal is not expected.
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The following table sets forth, as of the dates indicated below, the amount of adequately collateralized or reserved
loans that were 90 days or more delinquent and which were classified as nonaccrual loans:

At December 31,
2008 2007 2006 2005 ﬂi
(In thousands)
$15,925 $ 8,000 $ 1,800 $ 1,300 $11

We had no loans with delinquent balances of 90 days or more that were still accruing interest as of December 31, 2008,
2007, 2005 or 2004; whereas we had $100,000 in principal balances more than 90 days past due and still accruing interest at
December 31, 2006. At December 31, 2008, we carried $7.5 million of restructured loans of which $4.9 million were
classified as non-accrual loans and $2.6 million were classified as accruing and performing in accordance to the modification
agreements. By comparison, restructured loans totaled $300,000 at December 31, 2007 and no loans were deemed
restructured in the years ended 2006, 2005 and 2004. At December 31, 2008, our average investment in impaired loans, on a
year-to-date basis, was $17.8 million. The interest that we would have earned in the year ended December 31, 2008, had the
impaired loans remained current in accordance with their original terms, was $590,000, and the interest recorded for the year
ended December 31, 2008 prior to nonperforming status was $436,000.

The following table provides a summary of the Bank’s other real estate owned as of the years ended:

December 31,

(Dollars in thousands) __2008 ﬂ 2006 2005 2004
Residential-single family dwellings.............c.cocovvveeeerennen.e. $ 976 425 — — —_
Residential-multi family dwellings............cccocvvvvvvvereverrnnnn, 2,408 — — — —
Construction development-single family dwellings............. 3,390 — — — —
Land....ccooovieirreeee s 2,040 — — — —
Commercial real €State ..........ovvevvereeeeeeeeeeeeeeereeeereesreeeeas 5,194 — — — —
Total other real estate owned..........ccoveeeevereeeerrnnnn, $ 14,008 425 — — —_—

Average Balances of and Average Interest Rates Paid on Deposits. Set forth below are the average amounts (in
thousands) of, and the average rates paid on, deposits in each of 2008, 2007 and 2006:

Year Ended December 31,

2008 2007 2006
Average Average Average Average Average Average
(Dollars in thousands) Balance Rate Balance Rate Balance Rate
Noninterest bearing demand deposits..................... $ 158,501 — $ 175,245 — $ 184,155 —
Interest-bearing checking accounts ........................ 20,176 0.53% 22,245 0.69% 24,490 0.68%
Money market and savings deposits....................... 134,701 1.94% 154,263 3.46% 142,416 3.10%
Time deposits™ .......cceeiveriiieerieeieeccreeereee e 454,339 4.56% 396,909 5.15% 296,070 4.65%
Total deposits........ccveeeericvrireiereeeircseeenenne $ 767,717 3.05% $ 748,662 347% $ 647,131 2.84%

(1)  Comprised of time certificates of deposit in denominations of less than and more than $100,000.

Deposit Totals. Deposits totaled $822 million at December 31, 2008 as compared to $747 million at December 31,
2007. At December 31, 2008, noninterest-bearing deposits totaled $152 million, and 19% of total deposits, as compared to
$188 million, and 25%, respectively, of total deposits at December 31, 2007. Certificates of deposit in denominations of
$100,000 or more, on which we pay higher rates of interest than on other deposits, aggregated $326 million, or 40%, of total
deposits at December 31, 2008, as compared to $229 million, and 31%, of total deposits at December 31, 2007.
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Set forth below is a maturity schedule of domestic time certificates of deposit outstanding at December 31, 2008 and
December 31, 2007:

December 31, 2008 December 31, 2007

Certificates of Certificates of Certificates of Certificates of

Deposit Under Deposit $100,000 Deposit Under Deposit $100,000
Maturities $ 100,000 or more $100,000 or more

(Dollars in thousands)
Three months or 1€8S.....c.uevvvveeieininiiniiiinieie e $ 59,212 $ 92,773 $ 42,598 $ 80,373
Over three and through six months ... 24,284 37,060 21,051 41,001
Over six and through twelve months........oooeeinnieiene 95,584 152,029 56,859 74,164
Over twelve MONthS........cveeeerieiivinieeeiiinireireree e 36,751 43,932 34,003 33,639
TOAL et $ 215831 $ 325,794 $ 154511 § 229,177

Liquidity

We actively manage our liquidity needs to ensure that sufficient funds are available to meet our cash requirements and,
thereby, provide for the ongoing needs of our customers for cash. We project the future sources and uses of funds and
maintain sufficient liquid funds for unanticipated events. Our primary sources of cash include (i) payments on loans, and
(ii) the sale or maturity of investments, (iii) growth in deposits, and (iv) borrowings. The primary uses of cash include
funding new loans and making advances on our customers’ lines of credit, purchasing investments, including securities
available for sale, funding deposit withdrawals, reducing outstanding borrowings and paying operating expenses. We
maintain funds in overnight federal funds and other short-term investments to provide for short-term liquidity needs. We also
have obtained credit lines from the Federal Home Loan Bank and other financial institutions which can be drawn upon to
meet any additional liquidity requirements. As of December 31, 2008, we had unused borrowing capacity of $23 million with
the Federal Home Loan Bank and $26 million of additional borrowing capacity in the form of security repurchase agreements
with two investment banking firms and unused federal funds lines of credit of $13 million with correspondent banks.

Our liquid assets, which included cash and due from banks, federal funds sold, interest earning deposits with financial
institutions and unpledged securities available for sale (excluding Federal Reserve Bank and Federal Home Loan Bank stock)
totaled $138 million or 12% of total assets at December 31, 2008, as compared to $ 144 million or 13% of total assets at
December 31, 2007.

Cash flow From Operating Activities. During the year ended December 31, 2008, operations provided $5 million
of cash flow.

Cash flow Used in Investing Activities. In the year ended December 31, 2008, we used cash flow of $50 million in
investing activities, primarily to fund an increase of $92 million in loans, which was funded in substantial part by $173
million in cash generated by sales of securities available for sale, offset by the purchase of $169 million of securities
available for sale.

Cash flow Provided by Financing Activities. Cash flow of $98 million was provided by financing activities during the
year ended December 31, 2008, the source of which consisted primarily of a net increase of $75 million in deposits and $25
million of additional borrowings.

The relationship between gross loans and total deposits provides a useful measure of our liquidity. Since repayment of
loans tends to be less predictable than the maturity of investments and other liquid resources, the higher the loan-to-deposit
ratio the less liquid are our assets. On the other hand, since we realize greater yields and higher interest income on loans than
we do on investments, a lower loan-to-deposit ratio can adversely affect interest income and earnings. As a result, our goal is
to achieve a loan-to-deposit ratio that appropriately balances the requirements of liquidity and the need to generate a fair
return on assets. At December 31, 2008, the ratio of loans-to-deposits was 101%, compared to 104% at December 31, 2007.
Although our loans-to-deposits ratio was 101% at December 31, 2008, we were able to maintain what we believe is adequate
liquidity by means of Federal Home Loan Bank borrowings and securities sold under agreement to repurchase.

Off Balance Sheet Arrangements

Loan Commitments and Standby Letters of Credit. In order to meet the financing needs of our customers in the normal
course of business, we make commitments to extend credit and issue standby commercial letters of credit to or for our
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customers. At December 31, 2008 and 2007, we had outstanding commitments to fund loans totaling approximately $218
million and $237 million, respectively.

Commitments to extend credit and standby letters of credit generally have fixed expiration dates or other termination
clauses and the customer may be required to pay a fee and meet other conditions in order to draw on those commitments or
standby letters of credit. We expect, based on historical experience, that many of the commitments will expire without being
drawn upon and, therefore, the total commitment amounts do not necessarily represent future cash requirements.

To varying degrees, commitments to extend credit involve elements of credit and interest rate risk for us that are in
excess of the amounts recognized in our balance sheets. Our maximum exposure to credit loss in the event of
nonperformance by the customers to whom such commitments are made can be as much as the amount of those commitments
(assuming amounts drawn by customer total 100% of their commitments). As a result, before making such a commitment to a
customer, we evaluate the customer’s creditworthiness using the same underwriting standards that we would apply if we were
approving loans to the customer. In addition, we often require the customer to secure its payment obligations for amounts
drawn on such commitments with collateral such as accounts receivable, inventory, property, plant and equipment, income-
producing commercial properties, residential properties and properties under construction. As a consequence, our exposure to
credit and interest rate risk on such commitments is not different in character or amount than risks inherent in the outstanding
loans in our loan portfolio.

Standby letters of credit are conditional commitments issued by the Bank to guarantee the performance of a customer
to a third party. The credit risk involved in issuing letters of credit is essentially the same as that involved in extending loan
commitments to customers.

We believe that our cash and cash equivalent resources, together with available borrowings under our credit facilities,
will be sufficient to enable us to meet any increases in demand for loans or in the utilization of outstanding loan
commitments or standby letters of credit and any increase in deposit withdrawals that might occur in the foreseeable future.

Contractual Obligations

Borrowings. As of December 31, 2008, we had $104 million of outstanding short-term borrowings and $121 million of
outstanding long-term borrowings that we had obtained from the Federal Home Loan Bank. The table below sets forth the
amounts (in thousands of dollars) of, the interest rates we pay on, and the maturity dates of these Federal Home Loan Bank
borrowings. These borrowings, along with the securities sold under agreements to repurchase, have a weighted-average
annualized interest rate of 3.78%.

Principal Amounts Interest Rate Maturity Dates Principal Amounts Interest Rate Maturity Dates

(Dollars in thousands) (Dollars in thousands)

$ 10,000 5.09% January 20, 2009 $ 12,000 . 4.96% January 4, 2010
7,000 2.86% January 28, 2009 5,000 o 4.85% January 8, 2010
5,000 2.66% February 4, 2009 5,000 3.15% January 11, 2010
5,000 3.45% February 11, 2009 12,000 5.04% January 19, 2010
5,000 3.00% February 26, 2009 5,000 2.82% January 25, 2010
7,000 5.25% May 1, 2009 7,000 5.10% January 25, 2010
5,000 5.25% May 1, 2009 5,000 3.24% February 4, 2010

12,000 2.66% May 5, 2009 7,000 3.15% February 10, 2010

5,000 2.54% May 13, 2009 7,000 4.83% March 1, 2010
4,000 0.69% June 9, 2009 7,000 4.88% March 1, 2010
5,000 3.02% August 10, 2009 10,000 4.84% March 2, 2010
3,000 2.71% September 17, 2009 5,000 3.34% April 5, 2010
7,000 4.93% November 24, 2009 12,000 3.14% May 7, 2010
5,000 4.86% November 27, 2009 5,000 3.26% June 4, 2010
7,000 1.88% December 9, 2009 7,000 3.85% December 3, 2010
7,000 4.81% December 14, 2009 10,000 3.29% December 10, 2010
5,000 4.87% December 21, 2009

At December 31, 2008, U.S. Agency and Mortgage Backed securities, U.S. Government agency securities and
collateralized mortgage obligations with an aggregate fair market value of $143 million and $222 million of residential
mortgage and other real estate secured loans were pledged to secure these Federal Home Loan Bank borrowings, repurchase
agreements, local agency deposits and Treasury, tax and loan accounts.
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The highest amount of borrowings outstanding at any month end during the year ended December 31, 2008 consisted
of $236 million of borrowings from the Federal Home Loan Bank and $13 million of overnight borrowings in the form of
securities sold under repurchase agreements. During 2007, the highest amount of borrowings outstanding at any month end
consisted of $231 million of borrowings from the Federal Home Loan Bank and $10 million of overnight borrowings in the
form of securities sold under repurchase agreements.

Junior Subordinated Debentures. Pursuant to rulings of the Federal Reserve Board, bank holding companies are
permitted to issue long term subordinated debt instruments that will, subject to certain conditions, qualify as and,
therefore, augment capital for regulatory purposes. Pursuant to those rulings, in 2002, we formed subsidiary grantor
trusts to sell and issue to institutional investors a total of $17.5 million principal amount of floating junior trust
preferred securities (“trust preferred securities™). In October 2004 we established another grantor trust that sold an
additional $10.3 million of trust preferred securities to an institutional investor. We received the net proceeds from the
sales of the trust preferred securities in exchange for our issuances to the grantor trusts, of a total $27.8 million
principal amount of 30-year junior subordinated floating rate debentures (the “Debentures”). The payment terms of the
Debentures mirror those of the trust preferred securities and the payments that we make of interest and principal on the
Debentures are used by the grantor trusts to make the payments that come due to the holders of the trust preferred
securities pursuant to the terms of those securities. The Debentures also were pledged by the grantor trusts as security
for their payment obligations under the trust preferred securities.

The Debentures are redeemable at our option, without premium or penalty, beginning five years after their respective
original issue dates, require quarterly or semi-annual interest payments. Subject to certain conditions, we have the right, at
our discretion, to defer those interest payments for up to five years. However, we have no plans to exercise this deferral right.

During the third quarter of 2007, using available cash, we exercised our optional redemption rights to redeem, at par,
$10.3 million principal amount of the Debentures that we issued in 2002.

Set forth below is certain information regarding the terms of the Debentures that remained outstanding as of
December 31, 2008:

Original Issue Dates Principal Amount Interest Rates Maturity Dates

(In thousands)
September 2002 ..o $ 7,217 LIBOR plus 3.40% September 2032
October 2004 ........ocovcerivieeviciniiieeeee e, 10,310 LIBOR plus 2.00% October 2034
TOtAL.vcererieereeere e s $ 17,527

Under the Federal Reserve Board rulings, the borrowings evidenced by the Debentures, which are subordinated to
all of our other borrowings that are outstanding or which we may obtain in the future, are eligible (subject to certain
dollar limitations) to qualify, and at December 31, 2008, a total of $17.5 million principal amount of those Debentures
qualified, as Tier I capital for regulatory purposes. See discussion below under the subcaption “—Capital Resources-
Regulatory Capital Requirements.”
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Other Contractual Obligations
Set forth below is information regarding our material contractual obligations as of December 31, 2008:
Operating Lease Obligations. We lease certain facilities and equipment under various non-cancelable operating leases,

which include escalation clauses ranging between 3% and 5% per annum. Future minimum non-cancelable lease
commitments were as follows at December 31, 2008:

At December 31, 2008
(In thousands)

2009 ..ottt sttt ne e ee e re et nenas $ 2,077
20010 et sttt et sa e ee e s eneeaennsenearen 1,541
2011 ettt et st be b e st e e e ene st e eeeeeesetesaennesen 993
2012 .o bt sh et a et ee e e eneseeasesae e e saeneeanan 436
2003 ettt st sttt s et et e se et et st e e ennenen 90
TREICATKL ......coeieieieectetce ettt se et s e s e e s eeneenan -

TOLAL ...ttt ettt et et anas $ 5,137

Maturing Time Certificates of Deposits. Set forth below is a maturity schedule, as of December 31, 2008, of time
certificates of deposit of $100,000 or more:

At December 31, 2008
(In thousands)
2000 ...ttt st st st e et et eenenaes $ 281,862
2000 ittt ettt s b e b seeteneneen 22,198
20T T oottt bttt sttt ettt s e e eteseeranereas 17,309
2002ttt r st et e enenese e nanenn 3,551
2003ttt sttt s s st et st e eeeneananes 874
TOMAL ..ottt sttt $ 325,794

Capital Resources

The Company (on a consolidated basis) and the Bank (on a stand-alone basis) are subject to various regulatory capital
requirements administered by federal and state banking agencies. Failure to meet minimum capital requirements can lead to
the imposition of certain mandatory and possible additional discretionary restrictions on the operations of the Company and
the Bank by their respective bank regulatory agencies that, if imposed, could have a direct material adverse impact on the
Company’s operating results and financial condition. See “BUSINESS—Supervision and Regulation—Capital Standards and
Prompt Corrective Action” in Part I and “RISK FACTORS—Government regulations may impair our operations, restrict our
growth or increase our operating costs” in Item 1A of this Report.

Under capital adequacy guidelines and the regulatory framework for prompt corrective action that apply to all bank
holding companies and FDIC insured banks in the United States, the Company (on a consolidated basis) and the Bank (on a
stand-alone basis) must meet specific capital guidelines that involve quantitative measures of assets, liabilities, and certain
off-balance sheet items as calculated under regulatory accounting practices. The capital requirements that the Company and
Bank are required to meet also are subject to qualitative judgments by the banking regulators with respect to the financial
condition of the Company and the Bank. Through the date of this Report, neither the Company nor the Bank has been
notified by any regulatory agency that the Company or the Bank needs to raise additional capital.
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The following table sets forth the amounts of capital and capital ratios of the Company (on a consolidated basis) and
the Bank (on stand alone basis) at December 31, 2008, as compared to the respective minimum regulatory requirements

applicable to them. See “BUSINESS—Supervision and Regulation—Capital Standards and Prompt Corrective Action”

elsewhere in this Report.

Applicable Federal Regulatory Requirement

For Capital To be
Adequacy Categorized
Actual Purposes As Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
(Dollars in
thousands)
Total Capital to Risk Weighted Assets:
COMPANY .....ovveiriiviririiiiniiininintesee s $ 110,722 12.1% 73,435 8.0% NA NA
BanK......ccoooeeieriienrinitienercreens e 91,759 10.1% 72,629 8.0% $ 90,786 10.0%
Tier 1 Capital to Risk Weighted Assets:
COMPANY ...ttt eeesesnesens $ 99,195 10.8% 36,717 4.0% NA NA
BanK........ccooviieiinireeneenrescseceeeeee s 80,357 8.9% 36,314 4.0% $ 54,471 6.0%
Tier 1 Capital to Average Assets:
COMPANY .....erererereririresisireesnereesisessssesnens $ 99,195 8.4% 46,989 4.0% NA NA
BankK.....coooieiierieeceencrrenie et 80,357 6.9% 46,756 4.0% $ 58,445 5.0%

As of December 31, 2008, based on applicable capital regulations, the Company (on a consolidated basis) and the Bank
(on a stand-alone basis) qualified as well capitalized institutions under the capital adequacy guidelines described above.

Our consolidated total capital and Tier 1 capital, at December 31, 2008, include approximately $17.5 million of long
term indebtedness evidenced by the Junior Subordinated Debentures that we issued in 2002 and 2004 in connection with the
sale of trust preferred securities. See “—Financial Condition—Contractual Obligations-Junior Subordinated Debentures”
above. We contributed $17.0 million of the net proceeds from the issuance of Junior Subordinated Debentures to the Bank,

thereby, increasing its total capital and Tier 1 capital.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

We are exposed to market risk as a consequence of the normal course of conducting our business activities. The
primary market risk to which we are exposed is interest rate risk. Our interest rate risk arises from the instruments, positions
and transactions entered into for purposes other than trading. They include loans, securities, deposit liabilities, and short-term
borrowings. Interest rate risk occurs when assets and liabilities reprice at different times as market interest rates change. Our
interest rate risk is managed within an overall asset/liability framework.

Asset/Liability Management

The primary objective of asset/liability management is to reduce our exposure to interest rate fluctuations, which can
affect our net interest margins and, therefore, our net interest income and net earnings. We seek to achieve this objective by
matching interest rate sensitive assets and liabilities, and maintaining the maturities and the repricing of these assets and
liabilities at appropriate levels in light of the prevailing interest rate environment. Generally, all other things being equal,
(1) when rate sensitive assets exceed rate sensitive liabilities, net interest income will be positively impacted during a rising
interest rate environment and negatively impacted during a declining interest rate environment, and (ii) when rate sensitive
liabilities exceed rate sensitive assets, net interest income generally will be positively impacted during a declining interest
rate environment and negatively impacted during a rising interest rate environment.

The table below sets forth information concerning our rate sensitive assets and liabilities at December 31, 2008. The
assets and liabilities are classified by the earlier of maturity or repricing dates in accordance with their contractual terms.
Certain shortcomings are inherent in the method of analysis presented in the following table, which are discussed below.

Over Three Over One
Three Through Year Non-
Months or Twelve Through Over Five Interest-
Less Months Five Years Years Bearing Total
(Dollars in thousands)
Assets

Interest-bearing time deposits in other

financial inStitutions ................cceueunene. $ 9 % 9 $ — $ — $ — $ 198
Investment in unconsolidated

trust subsidiaries .........coocvvvvevvereieenenn. — — — 682 — 682
Securities available for sale....................... 14,027 25,882 71,713 49,323 — 160,945
Federal Reserve Bank and Federal Home

Loan Bank stock.......c.ccoovvvevevvieinnnnennn. 13,420 — — — — 13,420
Interest-bearing deposits in other

financial INStItULIONS .....veeevveveeveeeevenenen. 90,707 — — — — 90,707
Loans, gross.......cccieveeercueeereecrerererenneennnen, 394,815 88,580 277,099 83,000 - 843,494
Non-interest earning assets, net................. — — — — 54,613 54,613
Total aSSEtS .....ccvevvreeereieeeecee e, $513,068 $ 114561 $348812 $133,005 § 54,613  $1,164,059

Liabilities and Shareholders Equity

Noninterest-bearing deposits..................... $ — $ — 8 — $§  — $ 152462 § 152,462
Interest-bearing deposits.........c..c.cevereeeeneen. 140,761 309,128 80,434 — 138,901 669,224
BOITOWINGS ....ooeeiercirveerce e, 40,758 72,000 121,000 — — 233,758
Junior subordinated debentures................. 17,527 — —_— — — 17,527
Other liabilities........ccoovoeeeceiecieceeeeeene, e — — — 6,856 6,856
Shareholders’ equity.......c..ccceevrvvevieinnnenn, — — — — 84,232 84,232
Total liabilities and shareholders equity.... $ 199,046 § 381,128  $201,434 § — $ 382,451  $1,164,059
Interest rate sensitivity gap.........cccocevueneen. $314,022 $(266,567) $147,378 $133,005 $(327,838) —

Cumulative interest rate sensitivity gap .... $314,022 $ 47455 $194,833 $327,838 § —

Cumulative % of rate sensitive assets in

maturity period .......ccocoeceeeicvnvnarnrannn. 44% 54% 84% 95% 100%
Rate sensitive assets to rate

sensitive liabilities ............cccocvvvevveennn. 258% 30% 173% N/A 15%
Cumulative ratio........coceeveevevevecerivneeeeen. 258% 108% 125% 142% 100%
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As the above table indicates, at December 31, 2008 our rate sensitive assets exceeded our rate sensitive liabilities and,
as a result, our rate sensitive balance sheet was shown to be in a positive twelve-month gap position. This implies that our net
interest margin would increase in the short-term if interest rates rise and would decrease in the short-term if interest rates
were to fall.

However, the extent to which our net interest margin will be impacted by changes in prevailing interests rates will
depend on a number of factors, including how quickly rate sensitive assets and liabilities react to interest rate changes, the
mix of our interest earning assets (loans versus other interest earning assets, such as securities) and the mix of our interest
bearing deposits (between for example, lower cost core deposits and higher-cost time certificates of deposit) and our other
interest bearing liabilities. It is not uncommon for rates on certain assets or liabilities to lag behind changes in market rates of
interest. Additionally, prepayments of loans and securities available for sale, and early withdrawals of certificates of deposit,
could cause the interest sensitivities to vary. The rate sensitivity analysis set forth in the table above also assumes that we
would make no changes in the mix of our interest earning assets or interest bearing liabilities in response to changes in the
interest rate environment, which is not consistent with our practices.

As a result, the relationship or “gap” between interest sensitive assets and interest sensitive liabilities, as shown in the
above table, is only a general indicator of interest rate sensitivity and the effect of changing rates of interest on our net
interest income is likely to be different from that predicted on the basis of the interest rate sensitivity analysis set forth in the
above table.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Shareholders
Pacific Mercantile Bancorp and subsidiaries

We have audited the accompanying consolidated statements of financial condition of Pacific Mercantile Bancorp (a
California Corporation) and subsidiaries (collectively, the “Company”) as of December 31, 2008 and 2007, and the related
consolidated statements of operations, stockholders’ equity, and cash flows for each of the three years in the period ended
December 31, 2008. These financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of Pacific Mercantile Bancorp and subsidiaries as of December 31, 2008 and 2007, and the results of their operations
and their cash flows for each of the three years in the period ended December 31, 2008 in conformity with accounting
principles generally accepted in the United States of America.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
Pacific Mercantile Bancorp and subsidiaries’ internal control over financial reporting as of December 31, 2008, based on
criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO) and our report dated March 16, 2009 expressed an unqualified opinion.

/sf GRANT THORNTON LLP

Irvine, California
March 16, 2009
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PACIFIC MERCANTILE BANCORP AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
(Dollars in thousands)

December 31,
2008 2007
ASSETS
(OF:T T8 10T e FU T ) 10 W o121 1 << SRR $ 16426 $ 14,332
Interest bearing deposits with financial INSHIULIONS .........cocveiiiiriiriiiiricirer e 90,707 —
Federal funds SOId .........ccoooiiiiieiece ettt e e e et sae e s s e ae st saeas e e beasraananee s — 39,400
Cash and cash eqUIVAIENLS ........c.cccoieiiiiiciere st se e e s e e se e e ssesraenans 107,133 53,732
Interest-bearing time deposits with financial InSHEULIONS..........ecvecerriririrrircrereererre e, 198 198
Federal Reserve Bank and Federal Home Loan Bank Stock, at COSt.........oocvvveviverieiveceiieeinnn, 13,420 12,662
Securities available for sale, at fair VAlUE..........cc.ccveciiiiiiecic e 160,945 218,838
Loans (net of allowances of $15,453 and $6,126, respectively) ........ccoecueverreneereeiereriesesuennnenen, 828,041 773,071
Investment in unconsolidated SUBSIAIATIES .........ceeevievvierieiiicecreceece e s e sens 682 682
Other real eState OWNEd ........ecveiieieeeieeticeecte ettt ettt et e e e reerreeae et e nr e s esseesseessenseesneseens 14,008 425
AcCrued INtErest TECEIVADIE ........ceicvieiiiciieiieeerecreeee ettt ce et e e b e e e beerbesnsentenssensesrens 3,834 4,431
Premises and eqUIPIENT, NET.......c.ueueirieiieirieieieici ettt est et besasbsbesssasassssesanseses 1,140 1,618
O @SS, uuvieiiiireriiee et ieiiete i e e e ese e eeesesertresesesannereeeeesannsaesesssansensessssessssaesssessnnasesssensanssessersnnees 34,658 11,366
TOLAL ASSELS ....vvievieieeceteteter e e e st seteeeesereseeseseseseeseseneneeseseneeesensasesesasaneosesesenenns $ 1,164,059 $ 1,077,023
LIABILITIES AND SHAREHOLDERS’ EQUITY
Deposits:
INONINEETESE-DEATING .....ovvevierieiceieietecet ettt ettt s e r e ae s e bensebereeseeseeseeneeneenens $ 152462 $ 187,551
INtErESI-DEATING ......vicvieiieietieie ettt e et ereesae e s ereereeraesseeraeesserasenesnssereenns 669,224 559,112
TOLAl AEPOSIES ..vevieviriiviteeeietect ettt ettt err et e seseeseesnesesanensenesnseraenesnsons 821,686 746,663
BOITOWINES .....oovvieiieiieieiee et ettt ettt e b e ere e te s s e se et eest e se s s e sesnbeestensesntenssensesnsans 233,758 208,818
Accrued Interest PAYADIE .........ccoceeiiiriiiicieeer et s raaes 2,850 3,040
Other HADIILIES ... .veeieieiieie ettt e r et er et b e s s bee s s et sebeessenteessenseens 4,006 4,113
Junior subordinated deDEntUIES ...........coviivieiiieiiieceece ettt esr e e aes e 17,527 17,527
TOtAl HADIIILIES o..vveeeeeieeiece ettt et et b e sr e saaeesanesaeassaesnaeans 1,079,827 980,161
Commitments and contingencies (NOLE 14) ......ccccuevvecrerieceeieiererieeeiereeceseeeassceereesee s esassessessenens — —
Shareholders’ equity:
Preferred stock, no par value, 2,000,000 shares authorized, none issued..........c..ccvu....... — —
Common stock, no par value, 20,000,000 shares authorized, 10,434,665 and
10,492,049 shares issued and outstanding at December 31, 2008 and
2007, FESPECHIVELY 1.voviviveeececececeeeeee ettt er s es e sasas et esse e s srssesnseseeene 72,592 72,381
Retained @arnings........ccccevieirriiieeieereiieeestete et sttt er st e se et b e b s eae st ae s ssanes 12,831 25,846
Accumulated other cOMPreRenSive 10SS ........eeeeiiieeirircieiesierieteesriesesteseeeresesss e resaeseseaeans (1,191) (1,365)
Total Shareholders” EQUILY ......c.ceceviiuireririririeeret et sttt st s a e eeba e stanns 84,232 96,862
Total liabilities and shareholders’ €qUIty ..........ccocerivevririrrcerreerrcee e, $ 1,164,059 $ 1,077,023

The accompanying notes are an integral part of these consolidated financial statements.
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PACIFIC MERCANTILE BANCORP AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(Dollars in thousands, except for per share data)

Year Ended December 31,
2008 2007 2006
Interest income:
Loans, including fees .........cccvvivieniiriiiimiinneisei e $ 50,539 $ 55,211 50,974
Federal funds SOId ......ocuveeeiiivirirreereeieeireereecees st ecnesertsssrcsneesessseasnasssnens 839 3,572 1,394
Securities available for sale and StOCK .......ceeveeeienvieiiiiiniiiiciniiirne 10,148 11,266 11,423
Interest-bearing deposits with financial institutions ............cccceveveveeennnnn, 85 9 9
Total INErest INCOMIE. . ..covureeerreeerrreceeeeereeesseeecsuessssanessranessassesnnns 61,611 70,058 63,800
Interest expense:
DIEPOSIES...veveverrieereiniaereiseereisiast st bbb sttt b 23,473 25,945 18,365
BOITOWITEZS ....cueverereeiiniiisiieincsesstsistsas st s e assssbe st catasasasasasnsans 11,025 12,672 13,053
Total INErESt EXPENSE ....vvveeeiiirircsceserererirse st ssesesnn: 34,498 38,617 31,418
Net INEEIESt INCOME ...vevvrirrierernereceeeeseseesesesstessessesisissessesseessessssrsesnasens 27,113 31,441 32,382
Provision for 10810 JOSSES .......cvevieiieveererierierireneesrcreeeietcssessenst st e se s bassssasaas 21,685 2,025 1,105
Net interest income after provision for loan 10sses.........cccovuveeveeinininencnce. 5,428 29,416 31,277
Noninterest income
Service fees on deposits and other banking transactions .............eeeeruevenas 1,151 595 570
Net gains on sale of securities available for sale............ccomiiiiiiiciinnennn, 2,346 263 —
Other than temporary impairment of securities available for sale............... (1,603) — —
Net loss on sale of other real estate owned ..........ccovvrvrreinininienenenieennes (40) — —
OBRET......eoveeiet ittt et eete e be s s be st see e see e s s s s ae b saa bbb shs b e e ensensanasaaes 752 815 696
Total NONINETESt INCOME.......uceerueerrereearieisisiinienrrisneessnesnresssassssesnss 2,606 1,673 1,266
Noninterest expense
Salaries and employee benefits 12,767 11,907 11,618
OCCUPANCY ....covmreeemeiriiriiireesinssesesennnes 2,741 2,716 2,586
Equipment and depreciation.................. 1,073 1,239 1,344
Daata PrOCESSING ....vovevereeiricieiriiiiriee ettt sttt ettt 675 675 665
CUSLOIMET EXPEIISE -...cuvevenererecirisiisiisansetesersaressasssasssbasssssassssessesssnssesesnenses 479 661 804
FDIC EXPENSE...cccoviiririricniiiiiriteceeete sttt bt 634 508 76
Other real estate OWNEd EXPENSE ......ceeviviuiniiiimniiniiteinieerraasensssrssseeenens 1,357 5 —
Professional FEES.......cuviiiiieririieeitieceeseesterseesercesreccas st essessaasssesrressnnnens 1,187 1,029 1,107
Amortization of debt iSSUANCE COSt....cvevririrrcriiriiiiniiirieieie e 69 489 57
Other OPErating XPEMSE.......ccorurrrurrrirmmissinieiesesesst st sssssssereisieneesesesnsias 2,720 2,489 2,426
Total NONINLETESE EXPENSE ....ovevirririrrireirenieieitsrsnssesee e eeseceneenesens 23,702 21,718 20,683
(Loss) income before inCome taXeS ......ooveveerineninsessninscnesessseieseseeeenns (15,668) 9,371 11,860
Income tax (benefit) EXPENSe ........cecvivciiiiriiiiniieie et (3,702) 3,601 4,739
(Loss) income from continuing OPErations ..........coeeeeeveieinsessenniensessninnne. (11,966) 5,770 7,121
Loss from discontinued operations, net of tAXeS ........cooveevviiniinscnnieeenceninnns — — (189)
Net (10S8) INCOIMIE ......ucuvrerriecciitiistee et rs s $ (11966) $ 5,770 6,932
Net (loss) income per share basic:
(Loss) income from continuing OPErations .............eweiieerescscseerennenenienns $ (114 8 0.55 0.70
Loss from discontinued Operations ...........c.cceceeviiurreniereneerennnnesssnsensnnecsene — — (0.02)
Net (10SS) IMCOMIE ......curuviireeeriiiicrreenenssss st nssesses $ (1.1 $ 0.55 0.68
Net (loss) income per share diluted:
(Loss) income from continuing OPerations ............ccoeveiescerasrineercsesssusnnns $ (1.14) §$ 0.53 0.66
Loss from discontinued Operations ..........ccocoevevviiernieniniinnnseseennesiensesnenen, — — (0.02)
Net (10S8) INCOME ....vuvvveveceniencaeriercrsssisrsiisisressessesessssssensassessssssnacs $ (1.149) § 0.53 0.64
Weighted average number of shares:
BASIC.veuviuiiuiiviirerierereetsstetesasseeseste st ebesae st se e e b et b e bR n e n s b e tans 10,473,476 10,422,830 10,233,926
DIIULEA. ..o ovreecreereereie et ectesesasr st b e s bt s s nsp s na s 10,473,476 10,855,160 10,829,775

The accompanying notes are an integral part of these consolidated financial statements.
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PACIFIC MERCANTILE BANCORP AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY
(Shares and dollars in thousands)

For the Three Years Ended December 31, 2008

Balance at December 31, 2005..........cccocvvvvevvveenivienene,
Exercise of stock options, net...........cccoeeeereeeeerrnreeeinrennn,
Exercise of Warrants ..........cccocvevevevueenreeseseeeeereeeerisrenens
Stock based compensation expense..............ocovvveveenne..
Stock option income tax benefits ............ccceeeeereverennnnnn,

Comprehensive income

NEt INCOME...veeviiricriirieneerieee e eeeseeeteee s eeeeeseeeeesaenes

Change in unrealized loss on securities held for

sale, Net OF tAX ...ocveeeeeeiriieeecceeeeee e

Adjustment to initially apply FASB Statement
No. 158, unrealized expense supplemental

executive retirement plan, net of taxes...............
Total comprehensive income...........coocveveeeveireeerveieans,

Balance at December 31, 2006.........coooeeeeeeeeeeeeeereennnn,
Exercise of stock options, net.............c.ceovveicreicreicninnn,
Stock option income tax benefits .............cccevvevvirninnnen,
Stock based compensation expense.............ccceeeveueennen...
Stock buyback .........ocovevrieiiieieieccee e

Comprehensive income

NEt INCOME.....eieeiecniiieieeiee e eeeeee et

Change in unrealized gain on securities held for

sale, net 0f taX ..ovveveeieiciiicceeeeee e,

Change in unrealized expense on supplemental

executive retirement plan, net of taxes...............
Total comprehensive income...........cccoveveeeereeeeerivieeennene.

Balance at December 31, 2007 ......ccovveeeeeeeeeeeeeeeeevenn,
Dividend paid.......cccocooreveceeiieiieeeieeeeee e,
Exercise of stock options, net..........cccceveeeverieccervnnnnn,
Stock based compensation expense..............c.cocceeeveuennnnn,
Stock option income tax benefits .............ccoceeerevveriinenn.
Stock buyback ......c.coueeeviviviniiiece e,

Comprehensive income

NEELOSS ettt e e ere e e,

Change in unrealized gain on securities held for

sale, net 0f taX ...ooecveveeriieiecrc e,

Change in unrealized expense on supplemental

executive retirement plan, net of taxes...............
Total comprehensive loSS .......c..occevenierirneeieecreceeerenans
Balance at December 31, 2008.........cccooveeveeereeeereeeeennen,

Common stock and paid-in

s Accumulated
capital Retained other
Number earnings comprehensive

of shares Amount (deficit) income (loss) Total
10,176 $ 69,078 § 13,144 $ (3,705) $ 78,517
131 620 — — 620

1 — — — —
—_ 585 —_ —_ 585
— 507 — — 507
— — 6,932 — 6,932
— — — 908 908
— — — (143) (143)
— — — — 7,697
10,308 $ 70,790 $ 20,076 $ (2,940) $ 87,926
249 1,477 — — 1,477
— 400 — — 400
— 582 — — 582
(65) (868) — — (868)
— — 5,770 — 5,770
— — — 1,668 1,668
— — — (93) 93)
— — — — 7,345
10,492 $ 72,381 § 25,846 $ (1,365) $ 96,862
— — (1,049) — (1,049)
26 — — — —
— 635 — — 635
— 93 — — 93
(83) (517) — — (517)
— — (11,966) — (11,966)
— — — 127 127
— — — 47 47
(11,792)
10,435 $ 72,592 $ 12,831 $ (1,191) § 84,232

The accompanying notes are an integral part of this consolidated financial statement.
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PACIFIC MERCANTILE BANCORP AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Dollars in thousands)

Year Ended December 31,
2008 2007 2006

Cash Flows From Continuing Operating Activities:
(Loss) income from continuing OPerations.........cceveerescseneseseserescnissnisusnsncnina $ (11,966) $ 5,770 $ 7,121
Adjustments to reconcile net income to net cash provided by
operating activities:

Depreciation and amortization ..........cccoeeernieeeeencnnniini e, 609 784 918
Provision fOr 10N 10SSES .....ccovvvirieieirirriireeercrinreeseeessesereeseecssssnenesessanans 21,685 2,025 1,105
Net amortization of premium (discount) on SECUTItI€S.........ccovveremriirenes 246 445 679
Net gains on sales of securities available for sale.........coooeveenncnann, (2,346) (263) —
Other than temporary impairment on securities available for sale.......... 1,603 — —
Net (gain) loss on sale of fixed assets .........coevveriiiennnnenenniinen: — (25) 5
Net amortization of deferred fees and unearned income on loans........... 84 (242) (175)
Net loss on sales of other real estate owned..........cccooeuvveriereecenerercnnenns 40 — e
Write down of other real estate OWNed .........cccceeeveeivercveenreerncninieeeneninns 1,002 — —
Stock-based cOmMPENSAtion EXPENSE .......ccvvrervereirirrrrereeinssasastasneresessesnesnes 635 582 585
Net (increase) decrease in accrued interest receivable..........coovveencnen 597 446 (837)
(Increase) decrease in income taxes receivable........coovvrioecrcinieininninnes (3,643) 790 76
Net (increase) decrease in Other assets.........ooveenreierivineiennieniinnnnnns (897) (2,912) (2,546)
Net decrease (increase) in deferred taxes........ocovieveieriieieniennienieeniniens (2,069) 727 237)
Net (decrease) increase in accrued interest payable............ocoerivirnennnes (190) 110 716
Net increase (decrease) in other liabilities ..........coocoviiiinnnicinnncnnn (29) (291) 497
Net cash provided by operating activities...........ccoeeenrerinceineencnn 5,361 7,946 7,907
Cash Flows From Investing Activities:
Net decrease in interest-bearing deposits with financial institutions................ — — 101
Maturities of and principal payments received for securities available for
5a1e AN OthET STOCK ...eecveriereieeirieeieteteresteree et rensesests e be s sa s sesnene 37,125 46,649 49,020
Purchase of securities available for sale and other stock...........ccocovvvriicinnnae (168,790) (44,037) (25,075)
Proceeds from sale of securities for sale and other stock ......c..occevervieininnennn. 172,710 24,247 —
Proceeds from sale of subSidiary ..ot — — 127
Gain on sale of SUDSIAIAIY .......cocecerrieeiiiniiiiirt s — — 2)
Proceeds from sale of other real estate OWnNed.........ocovevivmeiiiriceniniciinnicnnenes 943 — —
Net INCrease in LOANS .....ovveeeecerveerteeerneeiesieiirie et s e sesssae st essesneais (92,307) (33,897) (91,860)
Proceeds from dissolution of trust preferred SECUrIties ........ccoeirieiiieeenencaes — 155 —
Proceeds from sale of fiXed @SSELS .....coccvviriivcrieniininiiiiceee et — 25 5
Purchases of premises and eqUipmMent ...........ccvemiimnreienneerenii (131) (250) (521)
Net cash used in investing aCtiVities........ccovveirernnrenesiesiennnneneenn (50,450) (7,108) (68,205)
Cash Flows From Financing Activities:
Net iNCrease in AEPOSILS .......c.creereerueircriiiiiiiriinstsssiss st aans 75,023 28,870 137,444
Proceeds from exercise of Stock OPHiONS........ccoivviiiiiniiiiinini e — 1,477 620
Cash dividend Paid ........ccoceeerernemeciciiii e (1,049) — —
Tax benefits from exercise of StOCK OPLIONS .........ccoovviviiivimieninininienee 93 400 507
Net decrease from stock buyback ... 517) (868) —
Redemption of junior subordinated debentures............cocoevaivnnninniiininnnn, — (10,310) —
Net increase (decrease) in BOITOWINES........oovereiiiinrniininencns 24,940 7,021 (86,887)
Net cash provided by financing activities.........c.coeevrernnccncnenes 98,490 26,590 51,684
Cash Flows provided by (used in) continuing Operations ............coovevvesersescnanisnens 53,401 27,428 (8,614)

The accompanying notes are an integral part of these consolidated financial statements.
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PACIFIC MERCANTILE BANCORP AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS —continued
(Dollars in thousands)

Year Ended December 31,
2008 2007 2006
Discontinued Operations:
Cash Flows From Operating Activities
Loss from discontinued Operations............ccocveevieeviieiniiieennenieeeeseesesesesesesene — — (189)
Depreciation and AMOTHZALION. .........cc.ceeveereeeiereeerieereeee et — —_ 2
Net decrease (increase) in Other @SSELS ..........c.ceeeeriverireerirveniieis e iteeeeeeeeaeeneneas — — 181
Net decrease in fiXed aSSELS ........cocvrueriererierirererieeieiitieere et — — 9
Net (decrease) increase in other liabilities.............c.oveverivieiiiiieiicieccceeceeen — —_ (49)
Net cash (used) provided by operating activities ........... — — (46)
Cash Flows From Investing Activities:
Net decrease (increase) in interest-bearing deposits with
financial INStULIONS ...c.ccoovovvvreririiiiiiee ettt — — 142
Net cash flow provided by investing activities.............cceerveeernnnne.e. — — 142
Cash Flows provided (used) by discontinued Operations...............coceeeveveeeererereeveverencne. — — 96
Net decrease (increase) in cash and cash equivalents.............. 53,401 27,428 (8,518)
Cash and Cash Equivalents, beginning of year .............. 53,732 26,304 34,822
Cash and Cash Equivalents, end of year ........................ $ 107,133 § 53,732 $ 26,304
Supplementary Cash Flow Information:
Cash paid for interest on deposits and other borrowings................ocovrvereecennnee. $ 34688 $ 38507 $ 30,714
Cash paid fOr INCOME LAXES .........ceeveereeeiereeeeeeeereeeeeeeseseeereseeeseeseeseesessesesessssensens $ 1,820 $ 4300 $ 4975
Non-Cash Investing Activities:
Net decrease in net unrealized losses and prior year service cost on
supplemental employee retirement plan, net of tax ...........oceovvvvevrereverereeennn, $ 47 $  (93) $ (143)
Net increase (decrease) in net unrealized gains and losses on securities
held for sale, Net Of INCOME tAX .......coovvemieeeeeereeirreeeeeeeeee e e eereeeereeseseeseeens $ 127 $ 1,668 $ 908
Other real estate owned acqUIred.............cooevveeeiciieieeveiieieeccece e $ 15568 $ 425 § —
Securities sold and not settled...........ocoovvvvveiceiiiiiiieceeee e $ (16,796) $§ — $§ —
Mark to market (gain) loss adjustment of equity SeCUrities.............coovvrvvrveeecnnnsn. $ 4 3 25 $ 27

The accompanying notes are an integral part of these consolidated financial statements.
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PACIFIC MERCANTILE BANCORP AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Nature of Business
Organization

Pacific Mercantile Bancorp (“PMBC”) is a bank holding company which, through its wholly owned subsidiary, Pacific
Mercantile Bank (the “Bank”™) is engaged in the commercial banking business in Southern California. PMBC is registered as
a one bank holding company under the United States Bank Holding Company Act of 1956, as amended. The Bank is
chartered by the California Department of Financial Institutions (the “DFI”) and is a member of the Federal Reserve Bank of
San Francisco (“FRB”). In addition, the deposit accounts of the Bank’s customers are insured by the Federal Deposit
Insurance Corporation (“FDIC”) up to the maximum amount allowed by law. PMBC and the Bank, together, shall sometimes
be referred to in this report as the “Company” or as “we”, “us” or “our”.

Substantially all of our operations are conducted and all our assets are owned by the Bank, which accounts for
substantially all of our consolidated revenues and expenses, and earnings. The Bank provides a full range of banking services
to small and medium-size businesses, professionals and the general public in Orange, Los Angeles, San Bernardino and San
Diego Counties of California and is subject to competition from other banks and financial institutions and from financial
services organizations conducting operations in those same markets.

During 2002, we organized three business trusts, under the names Pacific Mercantile Capital Trust I, PMB Capital
Trust I, and PMB Statutory Trust III, respectively, to facilitate our issuance of $5.155 million, $5.155 million and $7.217
million, respectively, principal amount of junior subordinated debentures, all with maturity dates in 2032. In October 2004,
we organized PMB Capital Trust III to facilitate our issuance of an additional $10.310 million principal amount of junior
subordinated debentures, with a maturity date in 2034. In accordance with applicable accounting standards, the financial
statements of these trusts are not included in the Company’s consolidated financial statements. See Note 2: “Significant
Accounting Policies — Principles of Consolidation” below.

In July 2007, we redeemed the $5.155 million principal amount of junior subordinated debentures issued in conjunction
with the organization of Pacific Mercantile Capital Trust I and in August 2007, we redeemed the $5.155 million principal
amount of junior subordinated debentures issued in conjunction with the organization of PMB Capital Trust L. Those trusts
were dissolved as a result of those redemptions.

Discontinued Operations

Discontinued operations consist of the Company’s retail securities brokerage business that was conducted by PMB
Securities Corp, a former wholly owned subsidiary that was sold June 1, 2006.

2. Significant Accounting Policies

The accompanying consolidated financial statements have been prepared in accordance with the instructions to Form
10-K and in accordance with generally accepted accounting principles, in effect in the United States (“GAAP”), on a basis
consistent with prior periods.

However, as described below under the subcaption “Discontinued Operations” in Note 21, in the second quarter of
2006, the Company sold its retail securities brokerage business. Therefore, the results of operations of that business are
presented as discontinued operations, separate from the results of our continuing operations, in our consolidated financial
statements for the year ended December 31, 2006.

Use of Estimates

The preparation of the financial statements in conformity with generally accepted accounting principles requires
management to make certain estimates and assumptions that affect the reported amounts of certain of our assets, liabilities,
and contingencies at the date of the financial statements and the reported amounts of our revenues and expenses during the
reporting period. For the fiscal periods covered by this Report, those estimates related primarily to our determinations of the
allowance for loan losses, the fair value of securities available for sale, and the valuation of deferred tax assets. If
circumstances or financial trends on which those estimates were based were to change in the future or there were to occur any
currently unanticipated events affecting the amounts of those estimates, our future financial position or results of operation
could differ, possibly materially, from those expected at the current time.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Principles of Consolidation

The consolidated financial statements for the years ended December 31, 2008, 2007 and 2006, include the accounts of
PMBC and its wholly owned subsidiary, Pacific Mercantile Bank. The consolidated financial statements for the year ended
December 31, 2006 also includes the accounts of PMB Securities Corp., as discontinued operations, to the date of its sale on
June 1, 2006.

Cash and Cash Equivalents

For purposes of the statements of cash flow, cash and cash equivalents consist of cash due from banks and federal
funds sold. Generally, federal funds are sold for a one-day period. As of December 31, 2008 and 2007 the Bank maintained
required reserves with the Federal Reserve Bank of San Francisco of approximately $349,000 and $695,000, respectively,
which are included in cash and due from banks in the accompanying Consolidated Statements of Financial Condition.

Interest-Bearing Deposits with Financial Institutions

Interest-bearing deposits with financial institutions mature within one year or have no stated maturity date and are
carried at cost.

Securities Available for Sale

Securities available for sale are those that management intends to hold for an indefinite period of time and that may be
sold in response to changes in liquidity needs, changes in interest rates, changes in prepayment risks and other similar factors.
The securities are recorded at fair value, with unrealized gains and losses excluded from earnings and reported as other
comprehensive income or loss net of taxes, respectively.

Purchased premiums and discounts are recognized as interest income using the interest method over the term of these
securities. Declines in the fair value of securities available for sale below their cost that are deemed to be other than
temporary are reflected in earnings as realized losses. Gains and losses on the sale of securities are recorded on the trade date
and are determined using the specific identification method.

Declines in the fair value of securities below their cost that are other than temporary are reflected in earnings as
realized losses. In estimating other-than-temporary losses, management considers: (1) the financial condition and near term
prospects of the issuer, (2) the length of time and extent that fair value has been less than cost, and (3) the Company’s ability
and intent to hold the security for a period sufficient to allow for any anticipated recovery in fair value. Realized other than
temporary impairment losses are calculated using the period end fair value of the specific security identified.

Federal Home Loan Bank Stock and Federal Reserve Bank Stock

The Bank’s investment in the Federal Home Loan Bank stock and Federal Reserve Bank stock represents equity
interests in the Federal Home Loan Bank and the Federal Reserve Bank, respectively. The investments are recorded at cost.

Loans and Allowance for Loan Losses

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-off, are
stated at principal amounts outstanding, net of unearned income. Interest is accrued daily as earned, except where reasonable
doubt exists as to collectability, in which case accrual of interest is discontinued and the loan is placed on nonaccrual status.
A loan is generally classified as impaired and placed on nonaccrual status when, in management’s opinion, the principal or
interest will not be collectible in accordance with the contractual terms of the loan agreement. A loan with principal or
interest that is 90 days or more past due based on the contractual payment due date is placed on nonaccrual status; except that
management may elect to continue the accrual of interest when (i) the estimated net realizable value of any collateral securing
the loan is sufficient to enable the Bank to recover both principal and accrued interest balances and (i1) such balances are in
the process of collection. Generally, interest payments received on nonaccrual loans are applied to principal. Once all
principal has been received, any additional interest payments are recognized as interest income on a cash basis.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

An allowance for loan losses is established through a provision for loan losses that is charged against income. If
management concludes that the collection, in full, of the carrying amount of a loan has become unlikely, the loan, or the
portion thereof that is believed to be uncollectible, is charged against the allowance for loan losses. The Bank carefully
monitors changing economic conditions, the loan portfolio by category, the financial condition of borrowers and the history
of the performance of the portfolio in determining the adequacy of the allowance for loan losses. Ultimate losses may vary
from the estimates used to establish the allowance. Additionally, as the volume of loans increases, additional provisions for
loan losses may be required to maintain the allowance at levels deemed adequate. Moreover, if economic conditions were to
deteriorate, causing the risk of loan losses to increase, it would become necessary to increase the allowance to an even greater
extent, which would necessitate additional charges to income. The Company also evaluates the unfunded portion of loan
commitments and establishes a loss reserve in other liabilities through a charged against noninterest expense. The loss reserve
for unfunded loan commitments was $295,000 at December 31, 2008 and 2007.

The allowance is based on estimates, and ultimate losses may vary from the current estimates. These estimates are
reviewed periodically and, as adjustments become necessary, they are recorded in earnings in the periods in which they
become known. Management believes that the allowance for loan losses was adequate as of December 31, 2008 and 2007. In
addition, the FRB and the DFI, as an integral part of their examination processes, periodically review the Bank’s allowance
for loan losses for adequacy. These agencies may require the Bank to recognize additions to the allowance based on their
judgments in light of the information available at the time of their examinations.

The Bank also evaluates loans for impairment, where principal and interest is not expected to be collected in
accordance with the contractual terms of the loan. The Bank measures and reserves for impairment on a loan-by-loan basis
using either the present value of expected future cash flows discounted at the loan’s effective interest rate, or the fair value of
the collateral if the loan is collateral dependent. The Bank excludes smaller, homogeneous loans, such as consumer
installment loans and lines of credit, from its impairment calculations. Also, loans that experience insignificant payment
delays or shortfalls are generally not considered impaired.

Loan Origination Fees and Costs

All loan origination fees and related direct costs are deferred and amortized to interest income as an adjustment to yield
over the respective lives of the loans using the effective interest method, except for loans that are revolving or short-term in
nature for which the straight line method is used.

Investment in unconsolidated subsidiaries

Investment in unconsolidated subsidiaries are stated at cost. The unconsolidated subsidiaries are comprised of the
grantor trusts established in 2002 and 2004, in connection with our issuance of subordinated debentures in each of those
years. See Note 7 below entitled - Borrowings and Contractual Obligations — Junior Subordinated Debentures”.

Other Real Estate Owned

Other real estate owned (OREQ), represents real properties acquired by the Company through foreclosure or in lieu of
foreclosure in satisfaction of loans. OREOQ is recorded on the balance sheet of the Company at fair value less selling costs at
the time of acquisition. Loan balances in excess of fair value less selling costs are charged to the allowance for loan losses.
Any subsequent operating expenses or income, reduction in estimated fair values, and gains or losses on disposition of such
properties are charged or credited to current operations. The carrying amount of other real estate owned at December 31 2008
and 2007, was $14 million and $425,000, respectively.

Premises and Equipment

Premises and equipment are stated at cost, less accumulated depreciation and amortization which are charged to
expense on a straight-line basis over the estimated useful lives of the assets or, in the case of leasehold improvements, over
the term of the leases, whichever is shorter. For income tax purposes, accelerated depreciation methods are used.
Maintenance and repairs are charged directly to expense as incurred. Improvements to premises and equipment that extend
the useful lives of the assets are capitalized.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

When assets are disposed of, the applicable costs and accumulated depreciation thereon are removed from the accounts
and any resulting gain or loss is included in current operations. Rates of depreciation and amortization are based on the
following estimated useful lives:

Furniture and equipment Three to seven years
Leasehold improvements Lesser of the lease term or estimated useful life

Income Taxes

Deferred income taxes and liabilities are determined using the asset and liability method. Under this method, the net
deferred tax asset or liability is determined based on the tax effects of the temporary differences between the book and tax
basis of the various balance sheet assets and liabilities and gives current recognition to changes in tax rates and laws.

The Company adopted FASB Interpretation 48, Accounting for Uncertainty in Income Taxes (“Fin 48”), as of
January 1, 2007. A tax position is recognized as a benefit only if it is “more likely than not” that the tax position would be
sustained in a tax examination. The amount recognized is the largest amount of tax benefit that is greater than 50% likely of
being realized on examination. For tax positions not meeting the “more likely than not: test, no tax benefit is recorded. The
adoption had no effect on the Company’s consolidated financial statements.

The Company recognizes interest and /or penalties related to income tax matters in income tax expense.

Income Per Share

Basic income per share for any fiscal period is computed by dividing net income for such period by the weighted
average number of common shares outstanding during that period. Fully diluted income per share reflects the potential
dilution that could have occurred assuming all outstanding options or warrants to purchase our shares of common stock, at
exercise prices that were less than the market price of our shares, were exercised into common stock, thereby increasing the
number of shares outstanding during the period determined using the treasury method.

Stock Option Plans

In December 2004, Financial Accounting Standards Board (“FASB”) issued SFAS No. 123(R), “Share-Based
Payment”, which requires entities that grant stock options or other equity compensation awards to employees to recognize the
fair value of those options and shares as compensation cost over their requisite service (vesting) periods in their financial
statements. The Company adopted the fair value recognition provisions of SFAS No. 123(R) on January 1, 2006, using the
modified-prospective-transition method. Under this transition method, equity compensation expense that was recognized in
fiscal 2006 includes: (a) compensation expense for all share-based payments granted prior to, but not yet vested as of
January 1, 2006, based on their grant date fair values estimated in accordance with the original provisions of SFAS No. 123,
and (b) compensation cost for all share-based payments granted subsequent to December 31, 2005, based on their grant date
fair values estimated in accordance with the provisions of SFAS No. 123(R). Since stock-based compensation that is
recognized in the statements of income is to be determined based on the equity compensation awards that we expect will
ultimately vest, that compensation expense has been reduced for estimated forfeitures of unvested options that typically occur
due to terminations of employment of optionees and recognized on a straight-line basis over the requisite service period for
the entire award. SFAS No. 123(R) requires forfeitures to be estimated at the time of grant and revised, if necessary, in
subsequent periods if actual forfeitures differ from those estimates. For purposes of the determination of stock-based
compensation expense for the year ended December 31, 2008, we estimated no forfeitures of options granted to members of
the Board of Directors and forfeitures of 7.9% with respect to the remaining unvested options.

Prior to January 1, 2006 we had accounted for stock-based employee compensation as prescribed by APB Opinion No. 25,
“Accounting for Stock Issued to Employees.” Pursuant to APB No. 25, no stock-based compensation expense was
recognized for income statement purposes, as all of the options that we granted under our stock incentive plans were granted
at exercise prices at least equal to the market prices of the underlying shares on their respective dates of grant. Accordingly,
our operating results for periods prior to January 1, 2006 are not, to that extent, comparable to our reported results of
operations in periods ending after December 31, 2005.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Comprehensive Income

Accounting principles generally require that recognized revenue, expenses, gains and losses be included in net income.

However, certain changes in assets and liabilities, such as unrealized gains and losses on securities available for sale,
are reported as a separate component of the equity section of the balance sheet net of income taxes, and such items, along
with net income, are components of comprehensive income (loss).

The components of other comprehensive income (loss) and related tax effects are as follows:

Year Ended December 31,

(Dollars in thousands) 2008 2007 2006
Unrealized holding (losses) gains arising during period from securities available for sale... $  (530) $ 2,576 $ 1,423
Reclassification adjustment for gains included in INCOME ......ceviiiiieniriniincncniiiiiiicnein, 2,346 263 —
Reclassification adjustment for other than temporary impairment ............cocecceeercmevnsicnenn. (1,603) — e
Net unrealized holding AINS ......c.ccceereeiiiiiniiinii e 213 2,839 1,423
Net unrealized supplemental executive plan eXpense ..........ccoeevvrninccnninincncninsisinisnenn. 79 (158) (243)
TAX EEFECE..vveveeeeeetereeiiseeeeiter et seseseses s s esebe st asebab e sbsbe et ebebsan e b e b e s b b st s e s s b e bs s s b e ra b bababesestn (118) (1,106) (415)

Other COMPIENENSIVE ZAIN ..c.vuveceeiericiiecriciirineiia st sene s $ 174 $ 1,575 § 765

The components of accumulated other comprehensive income (loss) included in stockholders’ equity are as follows:

December 31,
(Dollars in thousands) 2008 2007 2006
Net unrealized holding loss on securities available for sale..........ccoveeiniieeinininencseinicnes $(1,702) $ (1,915) $ (4,753)
Net unrealized supplemental executive plan eXPense .........ovoeevinnnririscnnnnmisiiseins (322) (402) (243)
TAX EFT@CE . e evvereereeeseeeeeseeeeereeesveeessesessarasssaasssneserareasesaseserabasossbarasesnsaasansenensresesassnessobens 833 952 2,056
Accumulated other coOmpPrehensive 10SS ........ccccovviciiiiiiiinnieie e $(1,191) $ (1,365) $ (2,940)

Recent Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements,” (SFAS 157). SFAS 157 defines fair
value, establishes a framework for measuring fair value in generally accepted accounting principles, and expands disclosures
about fair value measurements. SFAS 157 applies whenever other standards require (or permit) assets or liabilities to be
measured at fair value, and therefore, does not expand the use of fair value in any new circumstances. SFAS 157 clarifies that
fair value should be based on the assumptions market participants would use when pricing an asset or liability and establishes
a fair value hierarchy that prioritizes the information used to develop those assumptions. The fair value hierarchy gives the
highest priority to quoted prices in active markets and lowest priority to unobservable data. SFAS 157 is effective for fiscal
years beginning after November 15, 2007. The Company adopted SFAS 157 as of January 1, 2008 and the adoption did not
have a material impact on the consolidated financial statements or results of operations of the Company.

On February 15, 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities, including an amendment of FASB Statement No. 115,” (SFAS 159). SFAS 159 provides an alternative
measurement treatment for certain financial assets and financial liabilities, under an instrument-by-instrument election, that
permits fair value to be used for both initial and subsequent measurement, with changes in fair value recognized in earnings.
SFAS 159 is effective beginning January 1, 2008 and we adopted SFAS 159 on January 1, 2008. The Company chose not to
elect the option to measure the eligible financial assets and liabilities at fair value.

In December 2007, the SEC issued Staff Accounting Bulletin No. 110 (“SAB No. 110”), Certain Assumptions Used in
Valuation Methods, which extends the use of the “simplified” method, under certain circumstances, in developing an
estimate of expected term of “plain vanilla” share options in accordance with SFAS No. 123R. Prior to SAB No. 110, SAB
No. 107 stated that the simplified method was only available for grants made up to December 31, 2007. The Company used
the simplified method in developing an estimate of expected term of stock options. Beginning January 1, 2008 the Company
began to use historical data based on award’s vesting period and the award recipient’s exercise history to estimate the
expected life of the share options grants. The impact of using the historical data to estimate the expected life of the share
options grants was not material to the Company’s consolidated financial statements or results of operations of the Company.
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In May 2008, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting Standard
No. 162, or SFAS No. 162, “The Hierarchy of Generally Accepted Accounting Principles”. SFAS No. 162 identifies the
sources of accounting principles and the framework for selecting the principles used in the preparation of financial statements
of nongovernmental entities that are presented in conformity with generally accepted accounting principles. SFAS No. 162
will become effective 60 days following the SEC’s approval of the Public Company Accounting Oversight Board
amendments to AU Section 411, “The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles”. The Company does not expect the adoption of this statement to have a material effect on its consolidated
financial statements.

In October, 2008, the FASB issued Staff Position 157-3, “Determining the Fair Value of a Financial Asset When the
Market for That Asset Is not Active,” (FSP 157-3). FSP 157-3 clarifies the application of SFAS 157, “Fair Value
Measurements,” in a market that is not active. This FSP is effective upon issuance, including prior periods for which financial
statements have not been issued. The Company will use existing techniques when valuing their level 3 assets, which they
believe are appropriate and accurately reflect fair value as of the financial statement date.

3. Interest-Bearing Deposits and Interest-Bearing Time Deposits with Financial Institutions

At December 31, 2008 the company had $91 million on interest bearing deposits in financial institutions and no interest
bearing deposits in financial institutions at December 31, 2007. The weighted average percentage yields of these deposits
were 0.61% at December 31, 2008.

The Company had interest-bearing time deposits with financial institutions of $198,000 at December 31, 2008 and
2007. The weighted average percentage yields of these deposits were 4.33% and 5.03% at December 31, 2008 and 2007,
respectively. Interest-bearing time deposits with financial institutions at December 31, 2008 are scheduled to mature within
one year or have no stated maturity date.

4. Securities Available For Sale

The following are summaries of the major components of securities available for sale and a comparison of amortized
cost, estimated fair market values, and gross unrealized gains and losses at December 31, 2008 and 2007:

December 31, 2008 December 31, 2007
Amortized Gross Unrealized Fair Amortized Gross Unrealized Fair
Cost Gain Loss Value Cost Gain Loss Value
(Dollars in thousands)
U.S. Agencies/mortgage backed
SECUNILIES ...vvevveeererecrecnieteee e eneeenen, $126,065 $1,538 $ (471) $127,132 $174,370 $ 511 $(1,693) $173,188
Collateralized mortgage obligations........... 10,703 4  (1,340) 9,367 18,885 — (376) 18,509
Total government and

agencies securities..............o........ 136,768 1,542 (1,811) 136,499 193,255 511 (2,069) 191,697
Municipal securities ...........c.coevvevvivreeenene... 22,895 90 (1,523) 21,462 22,893 65 417) 22,541
Asset backed securities..............ccoveeeuenn... 1,237 — — 1,237 2,857 — %) 2,852
Mutual fund........cooovviiieiiie 1,747 — — 1,747 1,748  — — 1,748
Total securities available for sale. ............... $162,647 $1,632 $(3,334) $160,945 $220,753 $ 576 $(2.491) $218,838

At December 31, 2008 and 2007, U.S. agencies/mortgage backed securities, and collateralized mortgage obligations
with an aggregate fair market value of $143 million and $129 million, respectively, were pledged to secure Federal Home
Loan Bank borrowings, repurchase agreements, local agency deposits and Treasury, tax and loan accounts.

68



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The amortized cost and estimated fair values, at December 31, 2008 and 2007, of securities available for sale are shown
in the table below by contractual maturities and historical prepayments based on the prior twelve months of principal
payments. Expected maturities will differ from contractual maturities and historical prepayments, particularly with respect to
collateralized mortgage obligations, because borrowers may react to interest rate market conditions differently than the
historical prepayment rates.

At December 31, 2008
Maturing in

Over one Over five
One year year through years through Over ten
(Dollars in thousands) or less five years ten years Years Total
Securities available for sale, amortized cost ....... $ 14666 $§ 47,466 $ 33,062 $ 67,453 $162,647
Securities available for sale, estimated
faIr VAlUC ...vvveieierierereeeerecee s 14,795 48,097 32,257 65,796 160,945
Weighted average yield.........cocoonrriieeiinieiennnne. 4.25% 4.29% 4.56% 4.54% 4.44%
At December 31, 2007
Maturing in
Over one Over five
One year year through years through Over ten
(Dollars in thousands) or less five years ten years Years Total

Securities available for sale, amortized cost ....... $ 38,054 $ 91,156 $ 35,993 $ 55,550  $220,753

Securities available for sale, estimated
FAUL VALUC ....ooveeeieiierecreeee et 37,745 90,400 35,691 55,002 218,838

Weighted average yield.......ccocooveeieiniinnnnncnnns 4.36% 4.47% 4.69% 4.74% 4.56%

The Company recognized net gains on sales of securities available for sale of $437,000, net of $306,000 taxes on sale
proceeds of $189 million in 2008. In 2007 the Company recognized net gains on sales of securities available for sale of
$162,000, net of $101,000 taxes on sale proceeds of $24 million.

The table below shows, as of December 31, 2008, the gross unrealized losses and fair values of our investments,
aggregated by investment category and length of time that the individual securities have been in a continuous
unrealized loss position.

Securities With Unrealized Loss as of December 31, 2008

Less than 12 months 12 months or more Total
Unrealized Unrealized Unrealized

(Dollars In thousands) Fair Value Loss Fair Value Loss Fair Value Loss
US agencies and mortgage

backed SECUITLIES.......ccovrcerverreeiereeerenenes $ 8,126 $ @n $ 19973 $  (424) $ 28,099 $ (471)
Collateralized mortgage obligations............ 2,837 (264) 6,102 (1,076) 8,939 (1,340)
Municipal SECurities ........ccocevververeriresiniannens 12,868 (852) 3,881 (671) 16,749 (1,523)
Total temporarily impaired securities.......... $ 23831 $ (1,163) $ 29956 $ (2,171) $ 53,787 § (3,334)

We regularly monitor investments for significant declines in fair value. We have determined that declines in the
fair values of these investments below their amortized costs, as set forth in the table above, are temporary based on the
following: (i) those declines were due to interest rate changes and not to a deterioration in the creditworthiness of the
issuers of those investment securities, and (ii) we have the ability to hold those securities until there is a recovery in
their values or until their maturity.
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The table below shows, as of December 31, 2007, the gross unrealized losses and fair values of our investments,
aggregated by investment category and length of time that the individual securities have been in a continuous
unrealized loss position.

Securities With Unrealized Loss as of December 31, 2007

Less than 12 months 12 months or more Total
Unrealized Unrealized Unrealized

(Dotlars In thousands) Fair Value Loss Fair Value Loss Fair Value Loss
US agencies and mortgage

backed securities............cooveereerrerenennn, $ 19508 § (78 $103401 § (1,615) $ 122,909 $ (1,693)
Collateralized mortgage obligations........... 5,795 (40) 12,714 (336) 18,509 (376)
Asset backed securities..............coererenennn. 2,852 (5 — — 2,852 %)
Municipal securities ...........cccocvercerreerrrnnenen. 15,357 (417) — — 15,357 (417)
Total temporarily impaired securities......... § 43512 § (540) $116,115 $ (1,951) $ 159,627 $ (2,491)

Through the impairment assessment process, the Company determined that the investment discussed below was other
than temporarily impaired at December 31, 2008. The Company recorded a $1.6 million impairment loss on available for sale
securities in 2008. No impairment losses were recorded in 2007 and 2006.

Impairment Losses on Other Than
Temporarily Impaired Securities

For the year ended
December 31,
(Dollars In thousands) 2008 2007 2006
ASSEt DACKEA SECUTIHIES........coeriririieirieieiete sttt et en et e e e e $(1,615) — —

The adjusted cost basis of the asset backed security (ABS) was $1.2 million as of December 31, 2008. The Company’s
investment in ABS are secured by trust preferred securities in other banks, and the market for the ABS has become
increasingly inactive since the fourth quarter of 2007, with little visible trade activity in the past three months. The valuation
of this security requires substantial judgment and estimation of the factors used in the cash flow model that are not currently
observable in the market. The ABS was classified as Level 3 in the fair value hierarchy. Refer to Note 18 for further
discussion of fair value.

The Company recorded a $1.6 million impairment loss in 2008 on its investment in the ABS. The fair value of this
security was determined using an internal discounted cash flow model that incorporates the Company’s assumptions about
risk-adjusted rates, prepayment expectations, projected cash flows and collateral performance.
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5. Loans and Allowance for Loan Losses

The loan portfolio consisted of the following, at:

December 31, 2008 December 31, 2007
Amount Percent Amount Percent
(Dollars in thousands)

COMMETCIAL JOANS ... cvveeeiririieiereieereeaeireeseseeeesareseasanssessnstssesbesssrsssssvasssnens $ 300,945 35.7% $ 269,887 34.6%
Commercial real estate loans — owner occupied ..........coccvvveniiiiieieeianiennnn. 174,169 20.6% 163,949 21.0%
Commercial real estate loans — all Other ........ccoovevveeeiviriiiiiiii 127,528 15.1% 108,866 14.0%
Residential mortgage loans — multi-family ... 100,971 12.0% 92,440 11.9%
Residential mortgage loans — single family ... 65,127 7.7% 64,718 8.3%
CONSIIUCION JOANS ...cvvvveiereieiireeeeieeasireesessteseaeeeseretassstesesnissesssssnensssresesones 32,528 3.9% 47,179 6.1%
Land development L0ans.........o.coviviiirminieiennieneen st 33,283 3.9% 25,800 3.3%
CONSUMET LOANS 1.vvveeerereeeisieeeeeeveseessresenseeeeasssesasssaesassesessastneisiasesesasssessraresonnes 9,173 1.1% 6,456 0.8%
GIOSS LOAIS ..vveeveeeeveeeeeeereesvreessesessresseasssessrassseessaeeetesbeesrasennssebssesreaassesssaans 843,724 100.0% 779,295 100.0%
Deferred fee (inCOME) COSES, NEL.......oviviiiimiiriiriniiinieestecset s, (230) (98)

Allowance for 10an 10SSES......vevererveerieiereenreiniiiire ettt (15,453) (6,126)

OGNS, NEL..c.viviiiierereiereereesetesteresaeseteseesesessesssstessarssaesesbsrsanesssesbessnnsans $ 828,041 $ 773,071

At December 31, 2008 and 2007, real estate loans of approximately $228 million and $136 million, respectively, were
pledged to secure borrowings obtained from the Federal Home Loan Bank.

Set forth below is a summary of the Company’s transactions in the allowance for loan losses for the years ended:

December 31,
(In thousands) 2008 2007
Balance, beginning Of YEAT ..........cuciuimuiimrieiiieiie s $ 6,126 $ 5929
PrOVISION fOT 10AM LOSSES..ueeeeereeereeeesersereeeeeeessenseesecesesrreeeaassasssneaeasaessmsmesesssssassnsnsssasansnsasesssnraseressesssnen 21,685 2,025
Recoveries on loans previously charged off...........ooooi 80 4
Net amounts Charged Off ..........cccceeeiiiiiiiinee e (12,438) (1,832)
Balance, eNd OF YEAT ........veueurreecriurieeercsiastsis s sb bbb $ 15453 §$ 6,126

As of December 31, 2008, the Company had $30.7 million of loans deemed impaired of which $11 million was
nonaccrual, $7.5 million of troubled debt restructurings comprised of $4.9 million in nonaccrual loans and $2.6 million
accruing loans performing in accordance to the modified terms, and $12.3 million of loans less than 90 days delinquent.

At December 31, 2007, the Company had $8.0 million in nonaccrual and impaired loans, one accruing restructured
loan in the amount of $300,000, and no loans more than 90 days past due and still accruing interest. The Company’s
allowance for loan losses for December 31, 2008 and December 31, 2007 had $2.1 million of reserves to $19.0 million in
impaired loans and $1.2 million of reserves to $7.6 million of impaired loans, respectively. The impaired loan balances at
December 31, 2008 and December 31, 2007 with no allocated reserves totaled $11.7 million and $769,000 respectively, due
to sufficient collateral against any loan deficiency.

The Company had an average investment in impaired loans of $17.8 million for the fiscal year ended
December 31, 2008 and $3.3 million for the fiscal year ended December 31, 2007. The interest that would have been
earned had the impaired loans remained current in accordance with their original terms was $590,000 and $626,000 in
2008 and 2007, respectively.
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6. Premises and Equipment

The major classes of premises and equipment are as follows:

December 31,

(Dollars in thousands) 2008 2007
Furniture and equipment .........c.cccoooiiiiiieiceeeee e $ 6230 $ 6,144
Leasehold impProvements ............ccoovvivieveieeeeeeeee et ee e e e e s eereeseeeseens. 1,644 1,650
7,874 7,794
Accumulated depreciation and amortization.................ccocoveeeeveveeeererereeneneen, (6,734) (6,176)
TOAL...oii e, $ 1,140 $ 1,618

The amount of depreciation and amortization included in operating expense was $609,000, $784,000 and $918,000 for
the years ended December 31, 2008, 2007 and 2006, respectively.

7. Deposits

The aggregate amount of time deposits in denominations of $100,000 or more at December 31, 2008 and 2007 were
$326 million and $229 million, respectively.

The scheduled maturities of time certificates of deposit of $100,000 or more at December 31, 2008 were as follows:

At December 31, 2008

(Dollars in thousands)
2009.....ee ittt et e ettt reneeenereas $ 281,862
201011ttt e ettt ettt n et et s e sttt neenanes 22,198
200 Tttt et en e e st ene et eneeeene 17,309
2002ttt ettt et ee et r et ene 3,551
2003ttt ettt e et ereneaenenn 874
TOMAL. .ottt ettt e e eaeenen $ 325,794

8. Borrowings and Contractual Obligations

Borrowings consisted of the following:

December 31,

2008 2007

(Dollars in thousands)
Securities sold under agreements to repurchase............ococooveereveeeeeeereennn. § 8758 § 6818
Federal Home Loan advances——ShOrt-term...........oovveeeeeeeeeeeeveeeseeveesnnns 104,000 84,000
Federal Home Loan advances—Ilong-term ............cooooveeeneeveereiereeeeeernnn. 121,000 118,000

$ 233,758 $§ 208,818

Securities sold under agreements to repurchase, which are classified as secured borrowings, mature within one day
from the transaction date. Securities sold under agreements to repurchase are reflected at the amount of cash received in
connection with the transaction. The Company monitors the fair value of the underlying securities.
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Borrowings. As of December 31, 2008, we had $104 million of outstanding short-term borrowings and $121 million of
outstanding long-term borrowings that we had obtained from the Federal Home Loan Bank. The table below sets forth the
amounts (in thousands of dollars) of, the interest rates we pay on, and the maturity dates of these Federal Home Loan Bank
borrowings. These borrowings, along with the securities sold under agreements to repurchase, have a weighted-average
annualized interest rate of 3.78%.

Principal Amounts Interest Rate Maturity Dates Principal Amounts Interest Rate Maturity Dates

(Dollars in thousands) (Dollars in thousands)

$ 10,000 5.09% January 20, 2009 $ 12,000 4.96%  January 4, 2010
7,000 2.86% January 28, 2009 5,000 4.85%  January 8, 2010
5,000 2.66% February 4, 2009 5,000 3.15%  January 11, 2010
5,000 3.45%  February 11,2009 12,000 5.04%  January 19, 2010
5,000 3.00%  February 26, 2009 5,000 2.82%  January 25, 2010
7,000 5.25% May 1, 2009 7,000 5.10% January 25,2010
5,000 5.25% May 1, 2009 5,000 3.24%  February 4, 2010

12,000 2.66% May 5, 2009 7,000 3.15% February 10, 2010

5,000 2.54% May 13, 2009 7,000 4.83% March 1, 2010
4,000 0.69% June 9, 2009 7,000 4.88% March 1, 2010
5,000 3.02% August 10, 2009 10,000 4.84% March 2, 2010
3,000 2.71% September 17, 2009 5,000 3.34% April 5, 2010
7,000 4.93% November 24, 2009 12,000 3.14% May 7, 2010
5,000 4.86% November 27, 2009 5,000 3.26% June 4, 2010
7,000 1.88%  December 9, 2009 7,000 3.85% December 3, 2010
7,000 4.81% December 14, 2009 10,000 3.29% December 10, 2010
5,000 4.87%  December 21, 2009

At December 31, 2008, U.S. Agency and Mortgage Backed securities, U.S. Government agency securities,
collateralized mortgage obligations with an aggregate fair market value of $143 million, and $222 million of residential
mortgage and other real estate secured loans were pledged to secure these Federal Home Loan Bank borrowings, repurchase
agreements, local agency deposits, and Treasury, Tax and Loan accounts.

As of December 31, 2008, we had unused borrowing capacity of $23 million with the Federal Home Loan Bank
and $26 million of additional borrowing capacity in the form of security repurchase agreements with two investment
banking firms and unused federal funds lines of credit of $13 million with correspondent banks. The highest amount of
borrowings outstanding at any month end during the twelve months ended December 31, 2008 consisted of $236
million of borrowings from the Federal Home Loan Bank and $13 million of overnight borrowings in the form of
securities sold under repurchase agreements.

As of December 31, 2007, the Company had $84 million of outstanding short-term borrowings and $118 million of
outstanding long-term borrowings that we had obtained from the Federal Home Loan Bank. These borrowings, along with
the securities sold under agreements to repurchase, had a weighted-average annualized interest rate of 4.98%.
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As of December 31, 2007 we had unused borrowing capacity of $42 million with the Federal Home Loan Bank and
$20 million of additional borrowing capacity in the form of security repurchase agreements with two investment banking
firms and unused federal funds lines of credit of $25 million with correspondent banks. The highest amount of borrowings
outstanding at any month end during the twelve months ended December 31, 2007 consisted of $231 million of borrowings
from the Federal Home Loan Bank and $10 million of overnight borrowings in the form of securities sold under
repurchase agreements.

These Federal Home Loan Bank borrowings were obtained in accordance with the Company’s asset/liability
management objective to reduce the Company’s exposure to interest rate fluctuations.

Junior Subordinated Debentures. Pursuant to rulings of the Federal Reserve Board, bank holding companies have been
permitted to issue long term subordinated debt instruments that will, subject to certain conditions, qualify as and, therefore,
augment capital for regulatory purposes. Pursuant to those rulings, in 2002, the Company formed subsidiary grantor trusts to
sell and issue to institutional investors a total of approximately $17.5 million principal amount of floating junior trust
preferred securities (“trust preferred securities”). In October 2004, the Company established another grantor trust that sold an
additional $10.3 million of trust preferred securities to an institutional investor. The Company received the net proceeds from
the sale of the trust preferred securities in exchange for our issuance to the grantor trusts, of a total $27.5 million principal
amount of our junior subordinated floating rate debentures (the “Debentures”). The payment terms of the Debentures mirror
those of the trust preferred securities and the payments that we make of interest and principal on the Debentures are used by
the grantor trusts to make the payments that come due to the holders of the trust preferred securities pursuant to the terms of
those securities. The Debentures also were pledged by the grantor trusts as security for their payment obligations under the
trust preferred securities.

During the quarter ended September 2007, we voluntarily redeemed, at par, $10.3 million principal amount of the
Debentures that we issued in 2002.

Set forth below are the respective principal amounts, in thousands of dollars, and certain other information regarding
the terms, of the Debentures that remained outstanding as of December 31, 2008 and 2007:

Original Issue Dates Principal Amount Interest Rate” Maturity Dates
(In thousands)

September 2002.........cccvveeveirereeisieeeeee s $ 7,217 LIBOR plus 3.40% September 2032

OCtober 2004 .........ooiirieieiiieeeitste et 10,310 LIBOR plus 2.00% October 2034

TOLAL ettt e et e et e et e teeenron $ 17,527

® Interest rate resets quarterly.

These Debentures require quarterly interest payments. Subject to certain conditions, we have the right, at our
discretion, to defer those interest payments for up to five years. However, we have no plans to exercise this deferral right.

Under the Federal Reserve Board rulings, the borrowings evidenced by the Debentures, which are subordinated to all
of our other borrowings that are outstanding or which we may obtain in the future, are eligible (subject to certain dollar
limitations) to qualify and, at December 31, 2008 and 2007, $17.5 million of those Debentures qualified as Tier I capital, for
regulatory purposes. See discussion below under the subcaption “~Regulatory Capital Requirements.”
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9. Transactions with Related Parties

The directors of the Company and the Bank, and certain of the businesses with which they are associated, conduct
banking transactions with the Company in the ordinary course of business. All loans and commitments to loan included in
such transactions are made in accordance with applicable laws and on substantially the same terms, including interest rates
and collateral, as those prevailing at the same time for comparable transactions with persons of similar creditworthiness that
were not affiliated with the Company, and did not present any undue risk of collectability.

The following is a summary of loan transactions with directors of the Company and certain of their associated businesses:

Year Ended
December 31,
2008 2007

(In thousands)
Beginning BAlANCe .........c.vveviiimireiiimiits et $ 2,665 $1,125
New 10an8 Granted..........ocoivieivriiiiiiii e 5,174 1,713
PrincCipal TEPAYMENLS .....c.coveveriiciiriiiiiiiricteierete ettt (1,941) (173)
ENAINg DAlANCe ......ocvevveveieicecreiciirccicccicree et $ 5,898 $2,665

@ Includes loans made to executive officers who are not also directors totaling $33,000 and $7,000 in 2008
and 2007, respectively.

Deposits by directors and executive officers held by the Bank at December 31, 2008 and 2007 were $1.1 million and
$1.9 million, respectively.
10. Income Taxes

The components of income tax expense (benefit) from continuing operations consisted of the following for the years
ended December 31:

(Dollars in thousands) 2008 2007 2006
Current taxes:
FEAETAL.....oooieviiee ettt s et seas $(1,679) $2,931 $3,849
SEALE ...eeeeeeeereseeeteeteeae et esseasbeensesseene e s e ess et e era e se e s e ens e ke e s e ba e neeneanne 47 1,064 1,137
TOtal CUITENE LAXES ..veeeevereeeneeeeeirieeeieeeesreeeseeesessreresonneeesraes (1,631) 3,995 4,986
Deferred taxes:
FEderal.....ooouooeeiiietieie ettt e et sreeneeres et ea s sa e eas (984) (256) (336)
SALE ..t ereiseie it eeeeer et e istesteereeneesbeese e s e rae s e s s e st satesan e e eneesre s be b e aeens (1,087) (138) 89
Total deferred taxes ......ccocceeveeverienereericiii e (2,071) (394) (247)
Total income tax (benefit) eXpense......c..ccoverevrveinnnn. $(3,702) $ 3,601 $4,739
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The components of our net deferred tax asset are as follows at:

December 31,
(Dollars in thousands) 2008 2007
Deferred tax assets
AlLOWANCE fOr 1081 LOSSES........uveuviverinreeeeeeierctesieretesteeeeeenesssesensessesesassssesesaene $ 6,360 $ 2,521
Other than temporary impairment on SECUTTLIESs ...........cveveruremruerrereriecesreeresenereeans 660 —
CaPItAL JOSS ..ottt 180 180
Deferred COMPENSALION.........c.ceeuireirerirerereririrersrrsess s essess s s esssssennnns 658 505
Deferred capitalized COSES.........ovuierirnieieiireieiiee et 56 56
Charitable CONtIIBULIONS .......c.ccoviiiiiiirieeeiesieect et 12 —
Other acCrUEd EXPENSES .......c.cveveuererererereieieieinieerrirsesererersssssrsssssesesesesssssasssasasarenes 184 144
Reserve for unfunded commitments............ccoceevrieieuiiriereieeirceeeeeeee e 121 121
SEALE TAXES ...vvviviiiretiriinietei ettt ettt ettt e a et e e se s e ebessebensene 1 316
State taxes net operating loss carried forward...........cocccorevveeivnrincnnieeeenen, 324 —
Stock based COMPENSAtION........c.cuevvrereirreieeieieeeetr e er e b e s 570 312
Depreciation and amoOrtiZAtion ............c.ceeveeereeerereiiereereereeseeereseressereeseessesssaens 167 72
Unrealized losses on securities and deferred compensation...............cccevcveerneen... 833 953
Total deferred tax @SSeLs..........coovveevvirireiricreereeieeeee et ss s 10,126 5,180
Deferred tax liabilities
Deferred 10an origination COSES ...........cvvveriiieerevesrerevereererereessereseesesesessseseesenses (357) (361)
Valuation @llOWANCE ..........c.ccoeviiereeiriicieee et reae st (3,180) (180)
Total deferred tax lHabilitieS .......c....ceeveiviirierinreeiecreeece e 3,537) (541)
Total net deferred taxX ASSEES .......ccuevvrievirirveereeeeeerereeeseeereeereeerereenens $ 6,589 $ 4,639

The reasons for the differences between the statutory federal income tax rate and the effective tax rates are summarized
for continuing operations as follows:

Year Ended December 31,

2008 2007 2006
Federal income tax based on Statutory rate ............cccoeevvevevveviesieeeeieneeenseas (34.0)% 34.0% 34.0%
State franchise tax net of federal income tax benefit ...........cooveevvvvceeeveeennee. (1.7) 6.5 6.7
Permanent differences..........ooovieiicieiiciieeceeeceeceeete s (1.3) (1.7) (0.7)
ORET ...ttt ettt s eae et an et et se s e e st st anbetsanenn 0.3 (0.6) (0.2)
Valuation alloWanCe...........cceovevieieieieiciece et aeens 19.1 0.2 0.2
Total income (benefits) taX EXPENSE .....c.eeurvrereiereeiereeririteeetee et (23.6)% 38.4% 40.0%

We recognize deferred tax assets and liabilities for the future tax consequences related to differences between the
financial statement carrying amounts of existing assets and liabilities and their respective tax bases, and for tax credits. Our
deferred tax assets, net of a valuation allowance, totaled $6.6 million and $4.6 million as of December 31, 2008 and 2007,
respectively. We evaluate our deferred tax assets for recoverability using a consistent approach which considers the relative
impact of negative and positive evidence, including our historical profitability and projections of future taxable income. We
are required to establish a valuation allowance for deferred tax assets and record a charge to income or stockholders’ equity if
we determine, based on available evidence at the time the determination is made, that it is more likely than not that some
portion or all of the deferred tax assets will not be realized. In evaluating the need for a valuation allowance, we estimate
future taxable income based on management-approved business plans and ongoing tax planning strategies. This process
involves significant management judgment about assumptions that are subject to change from period to period based on
changes in tax laws or variances between our projected operating performance, our actual results and other factors.

76



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

During the fourth quarter of 2008, we concluded that it was more likely than not that we would not generate sufficient
future taxable income in the foreseeable future to realize all of our deferred tax assets. Our conclusion was based on our
consideration of the relative weight of the available evidence, including the rapid deterioration of market and economic
conditions, and the uncertainty of future market conditions on our results of operations. As a result, we recorded a $3.0
million valuation allowance to our deferred tax asset for the portion of the future tax benefit that more likely than not will not
be utilized in the future. We did not, however, establish a valuation allowance for the deferred tax asset amount that is related
to unrealized losses recorded through other comprehensive income on our available-for-sale securities. We believe this
deferred tax amount is recoverable because we have the intent and ability to hold these securities until recovery of the
unrealized loss amounts.

The Company adopted the provisions of FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes—
an Interpretation of FASB Statement No. 109,” (“FIN 48”) on January 1, 2007. The Company did not have any unrecognized
tax benefits and there was no effect on our financial condition or results of operations as a result of implementing FIN 48.

The Company files income tax returns with the U.S. federal government and the state of California. As of
December 31, 2008, the Company was subject to examination by the Internal Revenue Service with respect to our U.S.
federal tax returns and the Franchise Tax Board for our California state income tax for the 2005-2007 tax years. The
Company does not believe there will be any material changes in our unrecognized tax positions over the next 12 months.

Net operating losses (NOL) on U.S. federal income tax returns may be carried back two years and forwarded twenty
years. NOL on California state income tax returns maybe carried forward twenty years. The Company expects to file an
amended prior year U.S. federal tax return and recognize the U.S. federal tax net operating loss. The state of California has
suspended the net operating loss carryover deduction in 2008 and 2009, but corporations may continue to compute and
carryover an NOL during the suspension period. Starting in 2011, taxpayers can carry back losses for two years and carry
forward for 20 years which will conform to the U.S. tax laws by 2013. The Company expects to have taxable income in 2010
to offset the NOL for 2008.

The Company policy is to recognize interest and penalties accrued on any unrecognized tax benefits as a component of
income tax expense. They did not have any accrued interest or penalties associated with any unrecognized tax benefits, and
no interest expense was recognized as a component of income tax expense during the year ended December 31, 2008.

11. Stock-Based Employee Compensation Plans

Effective March 2, 1999, the Board of Directors adopted, and in January 2000 our shareholders approved, the 1999
Stock Option Plan (the “1999 Plan™). That Plan authorizes the granting of options to directors, officers and other key
employees that entitle them to purchase shares of common stock of the Company at a price per share equal to or above the
fair market value of the Company’s shares on the respective grant dates of the awards. Options may vest immediately or over
various periods, generally ranging up to five years, as determined by the Compensation Committee of our Board of Directors
at the time it approves the grant of options under the 1999 Plan. Options may be granted for terms of up to 10 years, but will
terminate sooner upon or shortly after a termination of service occurring prior to the expiration of the term of the option. A
total of 1,248,230 shares were authorized for issuance under the 1999 Plan (which number has been adjusted for stock splits
effectuated subsequent to the Plan’s adoption). Effective February 17, 2004, the Board of Directors adopted the Pacific
Mercantile Bancorp 2004 Stock Incentive Plan (the “2004 Plan”), which was approved by the Company’s shareholders in
May 2004. That Plan authorizes the granting of options and rights to purchase restricted stock to directors, officers and other
key employees, that entitle them to purchase shares of common stock of the Company at, in the case of stock options, a price
per share equal to or above the fair market value of the Company’s shares on the date the option is granted or, in case of stock
purchase rights, at prices and on such terms as are fixed by the Compensation Committee of the Board of Directors at the
time the rights are granted. Options and restricted stock purchase rights may vest immediately or over various periods
generally ranging up to five years, or based on the achievement of specified performance goals, as determined by the
Compensation Committee at the time it grants the options or the stock purchase rights. Options may be granted under the
2004 Plan for terms of up to 10 years after the grant date, but will terminate sooner upon or shortly after a termination of
service occurring prior to the expiration of the term of the option. The Company will become entitled to repurchase any
unvested shares subject to restricted purchase rights in the event of a termination of employment or service of the holder of
the stock purchase right or in the event the holder fails to achieve any goals that are required to be met as a condition of
vesting. A total of 400,000 shares were authorized for issuance under the 2004 Plan.

77



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Effective April 15, 2008, the Board of Directors adopted the Pacific Mercantile Bancorp 2008 Equity Incentive Plan
(the “2008 Plan”), which was approved by the Company’s shareholders in May 2008. That Plan authorizes the granting of
stock options, and rights to purchase restricted stock to directors, officers and other key employees, that entitle them to
purchase shares of common stock of the Company at, in the case of stock options, a price per share equal to or above the fair
market value of the Company’s shares on the date the option is granted or, in case of stock purchase rights, at prices and on
such terms as are fixed by the Compensation Committee of the Board of Directors at the time the rights are granted. In
addition, the 2008 Plan authorizes the Compensation Committee of the Board to grant stock appreciation rights (“SARs”),
which entitle the recipient of such rights to receive a cash payment in an amount equal to the difference between the fair
market value of the Company’s shares on the date of vesting or exercise and a “base price” which, in most cases, will be
equal to fair market value of the Company’s shares on the date of grant. In lieu of such cash payment, the Company may
deliver shares of common stock with a fair market value, on the date of exercise, equal to the amount of such payment.
Options, restricted stock purchase rights and SARs ordinarily will vest over various periods generally ranging up to five
years, or based on the achievement of specified performance goals, as determined by the Compensation Committee at the
time it grants the options, the stock purchase rights or the SARs. However, the Committee has the authority to grant options
that are fully vested at the time of grant. Options and SARs may be granted under the 2008 Plan for terms of up to 10 years
after the grant date, but will terminate sooner upon or shortly after a termination of service occurring prior to the expiration of
the term of the option or SAR. The Company will become entitled to repurchase any unvested shares subject to restricted
purchase rights in the event of a termination of employment or service of the holder of the stock purchase right or in the event
the holder fails to achieve any goals that are required to be met as a condition of vesting. A total of 400,000 shares are
authorized for issuance under the 2008 Equity Incentive Plan.

In December 2004, FASB issued SFAS No. 123(R), “Share-Based Payment”, which requires companies or other
organizations that grant stock options or other equity compensation awards to employees to recognize, in their financial
statements, the fair value of those options and shares as compensation cost over their respective service (vesting) periods. In
the case of the Company, SFAS No. 123(R) became effective January 1, 2006 and, as of that date, the Company adopted the
fair value recognition provisions of SFAS No. 123(R), using the modified-prospective-transition method. Under this
transition method, equity compensation expense includes: (a) compensation expense for all share-based payments granted
prior to, but not yet vested as of January 1, 2006, based on their grant date fair values estimated in accordance with the
original provisions of SFAS No. 123, and (b) compensation cost for all share-based payments granted subsequent to
December 31, 2005, based on their grant date fair values estimated in accordance with the provisions of SFAS No. 123(R).
Since stock-based compensation that is recognized in the statement of income is to be determined based on the equity
compensation awards that we expect will ultimately vest, that compensation expense has been reduced for estimated
forfeitures of unvested options that typically occur due to terminations of employment of optionees. SFAS No. 123(R)
requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods in the event actual
forfeitures differ from those estimates. For purposes of determining stock-based compensation expense for the year ended
December 31, 2008, the Company estimated no forfeitures of options held by the Company’s directors and all other
forfeitures to be 7.9% of the unvested options issued.

The fair values of the options that were outstanding under the 1999, 2004 and 2008 Plans were estimated as of their
respective dates of grant using the Black-Scholes option-pricing model. The following table summarizes the weighted
average assumptions used for grants in the following periods:

Twelve Months Ended
December 31,

Assumptions with respect to: 2008 2007 2006
Expected volatility ..........ccccoveiennciiic e 29% 29% 35%
Risk-free iNterest rate ..........cccoooviorieieeriiireeeeeeee e 3.23% 4.79% 4.71%
Expected dividends ............covueeieieiieiiieiieeeeeceeeeee e 0.31% 1.19% 1.07%
Expected term (YEarS) .........ccccceeerierienrrrininieinessesssnses et essesesesessssnnas 6.9 6.5 6.5
Weighted average fair value of options granted during period.................... $1.52 $5.09 $6.83

78



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The following tables summarize the stock option activity under the Company’s 1999 Option Plan, the 1994 Stock
Incentive Plan, and the 2008 Equity Incentive Plan for the years ended December 31, 2008, 2007 and 2006.

Weighted- Weighted- Weighted-

Average Average Average

Exercise Exercise Exercise

Number of Price Number of Price Number of Price
Shares Per Share Shares Per Share Shares Per Share
2008 2007 2006

Outstanding — January 1,.......ccoeeeininne 1,133,139 $ 9.82 1,366,924 $ o911 1,470,698 $ 851
Granted.......occoveeeevereneeniicineine 135,000 4.27 44,800 14.66 80,000 17.33
Exercised V..cccovviiiieiiiieineeeiiene (66,062) 5.23 (249,085) 5.93 (135,974) 5.15
Forfeited/Canceled ...........cccevuennenn. (64,833) 11.96 (29,500) 17.01 (47,800) 15.53
Outstanding — December 31,..................... 1,137,244 9.31 1,133,139 9.82 1,366,924 9.11
Options Exercisable — December 31,........ 903,828 $ 944 901,665 $ 879 1,035,637 $ 773

(O]

26,194 shares issued based on a cashless exercise of 66,062 stock options

The aggregate intrinsic values of options exercised in the year ended December 31, 2008, 2007 and 2006 were
$225,000, $2.1 million and $1.7 million, respectively. Total fair values of vested options for the same periods were $611,000,

$645,000 and $628,000, respectively.

Options Outstanding

Options Exercisable

as of December 31, 2008 as of December 31, 2008
Weighted-
Weighted- Average
Average Remaining Weighted-

Exercise Contractual Average
Range of Exercise Price Vested Unvested Price Life (Years) Shares Exercise Price
$3.48 599, 2,921 117,079 $ 379 9.63 2,921 $ 3.93
$6.00—-9.99.....cccoiiiii 509,801 17,500 7.33 2.02 509,801 7.32
$10.00— 1299t 297,772 13,828 11.23 5.13 297,772 11.23
$13.00=17.99...cccoviiiiiiiiiinenieens 81,534 68,809 15.04 6.91 81,534 15.05
$18.00 - 18.84...c.coiiiiiiiceie 11,800 16,200 18.09 7.08 11,800 18.13
903,828 233,416 $ 931 4.45 903,828 $ 9.44

Weighted Average Remaining
Contractual Life (Years)............. 3.37

The aggregate intrinsic values of options that were outstanding and those that were exercisable under the Plans at
December 31, 2008 were $133,000 and $3,000, respectively. A summary of the status of the unvested options as of
December 31, 2007, and changes during the period ended December 31, 2008, are set forth in the following table.

Weighted-
Number of Average

Shares Subject Grant Date

to Options Fair Value
Unvested at December 31, 2007 .......oooovieiieiiiinecrciiniiircsrenre et saees 231,482 $ 574
GIANLEA ... oeeeeeeeeeeeeee e eeeeeeee e ee e e e eesiateeteseeestnreeesaesssbararessssassraneeasneantseseas 135,000 1.52
VESEEA ..ottt ettt e et e e s e ee s sbreeee e b e sabe s re e b s be s e b e et reseaean (111,135) 5.49
Forfeited/Canceled ...........ocoovivierieniinieieneciiciitcne et (21,931) 6.05
Unvested at December 31, 2008 .......coooivrieieenieeitece s et seeeseseesneesesessssnssesnns 233,416 $ 339
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The aggregate amounts charged against income in relation to stock-based compensation awards was $374,000 net of
$261,000 in taxes for the year ended December 31, 2008, respectively. The weighted average period over which nonvested
awards are expected to be recognized was 1.94 year at December 31, 2008. The before income tax compensation expense at
December 31, 2008 related to non-vested stock option were expected to be recognized in the respective amounts set forth in
the table below:

Stock Based
Compensation Expense

(In thousands)

For the year ended December 31,

2000 ... ettt et et e s e e at s s sets et sarenenennes $ 316
2000 ettt et et e s e st e e steeeaee st se e sanenenes 170
2001 ettt sttt e b e sateene st enaeenee 101
2012 et ettt er e reeat s e eaesaa et e nsesenane 44
2003 b et r e ers et er e er et e aesr e neae st e te st enes 23
TOMAL ettt ettt ettt ettt et san et entsene e e e s reenes $ 654

12. Earnings Per Share (“EPS”)

Basic EPS excludes dilution and is computed by dividing net income by the weighted average number of common
shares outstanding for the period. Diluted EPS reflects the potential dilution that could occur if stock options or other
contracts to issue common stock were exercised or converted to common stock that would then share in our earnings. For the
twelve months ended December 31, 2008, 2007 and 2006 stock options for 1,137,244, 211,843 and 108,813 shares,
respectively, were not considered in computing diluted earnings per common share because they were antidilutive.

The following table shows how we computed basic and diluted EPS for twelve months ended December 31, 2008,
2007 and 2006.

For the twelve months ended December 31,

(In thousands, except per share data) 2008 2007 2006
Net (loss) income available for common shareholders (A) .................. $(11,966) $ 5,770 $ 6,932
Weighted average outstanding shares of common stock (B)................. 10,473 10,423 10,234
Dilutive effect of employee stock options and warrants........................ —_ 432 596
Common stock and common stock equivalents (C) ..........cccoovrvvrvennen. 10,473 10,855 10,830
Earnings per share:

Basic (A/B) ....ccvvueuieninieiin ettt ettt e, $ (1.19) $ 055 $ 0.68
Diluted (A/C) ..vvieriieieeieieeeee ettt e, $ (1.14) $§ 053 $ 064

13. Shareholders’ Equity

In December 2003, the Company sold 3,680,000 shares of its common stock in a public offering at a price of $9.25 per
share. The net offering proceeds (after deducting underwriting commissions and offering expenses) totaled $31,178,000. In
addition, the Company issued warrants to the managing underwriter for the public offering entitling it to purchase 224,000
shares of common stock at an exercise price of $11.10 per share. To the extent not exercised, these warrants expired on
December 8, 2008.

Under California law, the directors of the Bank may declare cash dividends to the Company, its sole shareholder,
subject to the restriction that the amount available for the payment of cash dividends may not exceed the lesser of (i) the
Bank’s retained earnings or (ii) its net income for its last three fiscal years (less the amount of any dividends paid made
during such period). Cash dividends to shareholders in excess of that amount may be made only with the prior approval of the
Commissioner of the California Department of Financial Institutions (“Commissioner”). If the Commissioner finds that the
shareholders’ equity of the Bank is not adequate, or that the making by the Bank of a distribution to shareholders would be
unsafe or unsound for the Bank, the Commissioner can order the Bank not to make any distribution to shareholders.
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The ability of the Bank to pay dividends is further restricted under the Federal Deposit Insurance Corporation
Improvement Act of 1991 which prohibits an FDIC-insured bank from paying dividends if, after making such payment, the
bank would fail to meet any of its minimum capital requirements. Under the Financial Institutions Supervisory Act and
Federal Financial Institutions Reform, Recovery and Enforcement Act of 1989, federal banking regulators also have authority
to prohibit FDIC-insured financial institutions from engaging in business practices which are considered to be unsafe or
unsound. Under the authority of this Act, federal bank regulatory agencies, as part of their supervisory powers, generally
require FDIC insured banks to adopt dividend policies which limit the payment of cash dividends much more strictly than do
applicable state laws and, therefore, it is unlikely that the Bank would ever be permitted pay dividends in amounts that might
otherwise, as a technical matter, be permitted under California law.

Stock Repurchase Program. In July 2005, the Company’s Board of Directors approved a share repurchase program,
which authorized the Company to purchase up to two percent (2%), or approximately 200,000, of its outstanding common
shares. That program provides for share repurchases to be made in the open market or in private transactions, in accordance
with applicable Securities and Exchange Commission rules, when opportunities become available to purchase shares at prices
believed to be attractive. The Company is under no obligation to repurchase any shares under the share repurchase program
and the timing, actual number and value of shares that are repurchased by the Company under this program will depend on a
number of factors, including the Company’s future financial performance and available cash resources, competing uses for its
corporate funds, prevailing market prices of its common stock and the number of shares that become available for sale at
prices that the Company believes are attractive, as well as any regulatory requirements applicable to the Company.

During 2008, the Company made open market purchases, pursuant to this program, of an aggregate of 83,578 shares of
its common stock for an aggregate purchase price of $517,000, which results in an average per share price of $6.18.

14. Commitments and Contingencies

The Company leases certain facilities and equipment under various non-cancelable operating leases, which generally
include 3% to 5% escalation clauses in the lease agreements. Rent expense for the years ended December 31, 2008, 2007 and
2006 was $2,360,000, $2,321,000, and $2,183,000, respectively. Sublease income for the year ended December 31,

2008, December 31, 2007 and December 31, 2006 was $28,000, $32,000 and $28,000, respectively.

Future minimum non-cancelable lease commitments were as follows at December 31, 2008:

(Dollars in thousands)

2000 .o ee ettt e eree————tbtbbbarabaratarataeatatataaeseatiase it tesssa s e b b bbb b nrnnrntbraaanraarare 2,077
2000 e eeee e et ee et e et e et e e et et e e ettt e areeteaabaaatat e rarara s e raantee s reesetsabe s e ne e s s e s Rt e s i be s b ae e e nnnnes 1,541
10} SO U ST U RO P U U ST TOT ORI ROOTORPUPROR: 993
200 2ot r et e st e et e b te b e b e e aeabaebe e tea s eapease et e beenrenan e bs s b besa s et nebe e s e e bneereeas 436
2003 ettt e e et et aeatteeaeea——eaebeaatbeeteeanraanheeatbeeate e e re s bt e at e e a e et s e s erreentes 90
O A T . oottt ee et et e e e s e et teeeenneeeesbaaaessaeasennaaeasbaeeessmesesabeseosantassranesesbrnsessnnes —

TORAL e eee oo eeee et e et e et et e et st essesesesaaessesssesasens e ssesssasaensaassas s e assaasaenreeebeaneembesane et eabests e b e ennsens $ 5,137

To meet the financing needs of our customers in the normal course of business, the Company is party to financial
instruments with off-balance sheet risk. These financial instruments include commitments to extend credit and standby letters
of credit. These commitments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount
recognized in the consolidated financial statements. At December 31, 2008 and 2007, the Company was committed to fund
certain loans including letters of credit amounting to approximately $218 million and $237 million, respectively. The
contractual amounts of credit-related financial instruments such as commitments to extend credit, credit-card arrangements,
and letters of credit represent the amounts of potential accounting loss should the contracts be fully drawn upon, the
customers default, and the value of any existing collateral become worthless.

The Company uses the same credit policies in making commitments to extend credit and conditional obligations as it
does for on-balance sheet instruments. Commitments generally have fixed expiration dates; however, since many of the
commitments are expected to expire without being drawn upon, the total commitment amounts do not necessarily represent
future cash requirements. The Company evaluates each customer’s creditworthiness on a case-by-case basis. The amount of
collateral obtained, if deemed necessary by the Company, upon extension of credit is based on management’s credit
evaluation of the customer. Collateral held varies, but may include accounts receivable, inventory, property, plant and
equipment, residential real estate and income-producing commercial properties.
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The Company is subject to legal actions normally associated with financial institutions. At December 31, 2008 and
2007, the Company did not have any pending legal proceedings that were expected to be material to its consolidated financial
condition or results of operations.

The Company is required to purchase stock in the Federal Reserve Bank in an amount equal to 6% of its capital, one-
half of which must be paid currently with the balance due upon request.

The Bank is a member of the Federal Home Loan Bank (“FHLB”) and therefore, is required to purchase FHLB stock in
an amount equal to the lesser of 1% of the Bank’s real estate loans that are secured by residential properties, or 5% of
total advances.

15. Employee Benefit Plans

The Company has a 401(k) plan that covers substantially all full-time employees. That plan permits voluntary
contributions by employees, a portion of which are matched by the Company. The Company’s expenses relating to its
contributions to the 401(k) plan for the years ended December 31, 2008, 2007 and 2006 were $368,000, $312,000 and
$354,000, respectively.

In January 2001 the Bank established an unfunded Supplemental Retirement Plan (“SERP”) for its President and CEO,
Raymond E. Dellerba. The SERP was amended and restated in April 2006 to comply with the requirements of new
Section 409A of Internal Revenue Code. The SERP provides that, subject to meeting certain vesting requirements described
below, upon reaching age 65 Mr. Dellerba will become entitled to receive 180 equal successive monthly retirement
payments, each in an amount equal to 60% of his average monthly base salary during the three years immediately preceding
the date of his retirement or other termination of his employment (his “normal retirement benefit”). Mr. Dellerba’s right to
receive that normal retirement benefit vests monthly during the term of his employment at a rate equal to 1.5 monthly
retirement payments for each month of service with the Bank.

On September 29, 2006, the FASB issued FAS 158, “Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Plans—an amendment of FASB Statements No. 87, 88, 106, and 132(R), which requires us to recognize in
our balance sheet the funded status of any post-retirement plans that we maintain and to recognize, in other comprehensive
income, changes in funded status of any such plans in any year in which changes occur.
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We adopted FAS 158 effective December 31, 2006. The SERP is the only post-retirement plan that we maintain that is
subject to FAS 158. The changes in the projected benefit obligation of other benefits under the Plan during 2008, 2007 and
2006, its funded status at December 31, 2008, 2007 and 2006, and the amounts recognized in the balance sheet at
December 31, 2008 and December 31, 2007, were as follows:

At December 31,
2008 2007 2006

(Doilars in thousands)

Change in benefit obligation:

Benefit obligation at beginning of Period..........covvivvivviiiiiiinninneccees $ 1,628 $ 1,135 $ 921
SEIVICE COSL..uviitririrrerirrieretetercesrereresaeseeeeseseeserentae st sbs st s ebs s bsentas s essssnsesansensan 185 171 136
INEEIESE COSL..uvriurriurireiireirereecreresueersesreeteseseressee e st et et e ss s e ssnesnesrseasaesneseas 109 89 65
Participant CONtIDULIONS ......c.co.eiiiiiriiniiiciieeie e — — —
Plan amendments.........cocovveriveeercrieeiccieeesesre ittt b e basaens — — —
Combination/divestiture/curtailment/settlement/termination...........ccoceeveienenen. — — —
Actuarial 10SS/(ZaIN) ....c.evvvrereeirirererinriririiiisiiineieis e bbb e — 233 13
(Benefits Paid) .......cccoeerererererreenrsiiniiininse ettt — — —
Benefit obligation at end of period ..........cccecvvverecnininniiiiireees $ 1,922 $ 1,628 $ 1,135
FUNAEA SEATUS: ..evivereeririeriererretetetessesse et se st bttt enresaent s e ebnsseensortans st essensennas - — e
Amounts recognized in the Statement of Financial Condition...........ccccevevienas
Unfunded accrued SERP liability—Current ............cc.coeevcermrenrsrerercnennecncnenans $ — $ — $ —
Unfunded accrued SERP liability—noncurrent ..........c.ccoecvvieeniienieniniennecneennn. (1,922) (1,628) (1,135)
Total unfunded accrued SERP Hability.......ccccovereviverernrenniicninneniinenas $(1,922) $(1,628) $(1,135)
Net amount recognized in accumulated other comprehensive income
Prior service COSt/ADENETI) ....c.ccceeeievirrerierecrririeneee st $ 62 $ 76 $ 92
Net actuarial 10SS/(ZaIN)....c.ceeruirieinireneniiinie i 260 325 151
Total net amount recognized in accumulated other
COMPIENENSIVE INCOME........vvereeercrereierecercenireaesisciessiesseeas s snane $ 322 $ 401 $ 243
Accumulated benefit Obligation ..........covecvueveeeuereeeieeeiiee e $ 1,411 $ 1,033 $ 747
Components of net periodic SERP cost YTD:
SEIVICE COSE..vvivirirerireeresietesieteseeseeesessesaseseseesesee s esenesseseeseenessibesesrsstesssnsraenessens $ 185 $ 171 $ 136
INEETESE COSL...uvirerrariarrereerrrnreseeseeueeseeieset s eeneserbessesb e e saestsbesaesteasebesbasnnasassansnnes 109 89 65
Expected return on plam aSSets .........overiiiiiiinninisminsin st — — —
Amortization of prior service coSt/(DEnefit) ........coovvvurvericicieiniennrneeeseeenes 15 15 16
Amortization of net actuarial 10SS/(ZaIN) .........coceveviiriririineirieenresnieseirnenes 64 60 23
Net periodic SERP COSE....c.ocueurerrrccrereiiiniensiiininsn e $§ 373 $ 335 $ 240
Recognized in other comprehensive income YTD:
Prior Service COSt/(DENETIL) .....ccveeuereerrecereceetecc ettt r s $8 — 8 — $§ —
Net actuarial l0SS/(ZAIN).....c.coererrerierereiiiriiisieee et eais — 233 s
Amortization of prior service cost/(benefit) ...........ccoovvriviinniiiiininicien (15) (15) 4)
Amortization of net actuarial 10SS/(ZaIN) ........ccoiriiiniiiiniininiineenes (64) (60) 3)
Total recognized year to date in other comprehensive income................. § 79 $ 158 $ )
Assumptions as of December 31,:
AsSUMEd diSCOUNL TALE......ccueiierrirrerreecereenteee sttt en e sreas 6.25% 6.25% 6.50%
Rate of compensation INCTEASE ..........cocevvuruiririireiininieriiie e 4.00% 4.00% 4.00%

As of December 31, 2008, $322,000 benefits are expected to be paid in the next five years and a total of $1.8 million of
benefits are expected to be paid from year 2014 to year 2018. $79,000 is expected to be recognized in net periodic benefit
cost in 2009.
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16. Regulatory Matters and Capital/Operating Plans

The Company and the Bank are subject to various regulatory capital requirements administered by the federal and state
banking agencies. A failure to meet minimum capital requirements is likely to lead to the imposition, by federal and state
regulators, of (i) certain requirements, such as an order requiring additional capital to be raised, and (ii) operational
restrictions that could have a direct and material adverse effect on operating results. Under capital adequacy guidelines and
the regulatory framework for prompt corrective action, the Company and the Bank must meet specific capital guidelines that
involve quantitative measures of assets, liabilities, and certain off-balance sheet items as calculated under regulatory
accounting practices. The capital amounts and classifications are also subject to qualitative judgments by the regulators about
components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and Bank to maintain
minimum amounts and ratios (set forth in the following table) of total and Tier I capital (as defined in the regulations) to risk-
weighted assets (as defined), and of Tier I capital (as defined) to average assets (as defined). Management believes that, as of
December 31, 2008, the Company and the Bank met all capital adequacy requirements to which they are subject and have not
been notified by any regulator agency that would require the Company or the Bank to maintain additional capital.

As of December 31, 2008, based on the applicable capital adequacy regulations, the Company and the Bank are
categorized as “well capitalized” under the regulatory framework for prompt corrective action. To be categorized as “well
capitalized,” the Company and the Bank must maintain minimum total risk-based, Tier I risk-based and Tier I leverage ratios
as set forth in the following tables.

Applicable Federal Regul y Requirement
For Capital To be
Adequacy Categorized
Actual Purposes As Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
(Dollars in thousands)
Total Capital to Risk
Weighted Assets:
Company.......ccoceeeveerervereniennnnne $110,722 12.1%  $73,435 At least 8.0% N/A N/A
Bank.....cccoovoiniiinieiennes 91,759 10.1% 72,629 At least 8.0%  $90,786 At least 10.0%
Tier I Capital to Risk
Weighted Assets:
Company........c.cceevereeveririerenenn. $ 99,195 10.8%  $36,717  Atleast 4.0% N/A N/A
Bank......coocoooiiiiieeiiiiieeees 80,357 8.9% 36,314 Atleast4.0% $54,471 At least 6.0%
Tier I Capital to Average Assets:
Company......ccceeeeveeveeeeienenenne. $ 99,195 8.4%  $46,989 At least 4.0% N/A N/A
Bank.....occooiiiiiiee e, 80,357 6.9% 46,756 Atleast4.0% $ 58,445 At least 5.0%

The actual capital amounts and ratios of the Company and the Bank at December 31, 2007 are presented in the following table:

Applicable Federal Regulatory Requirement

For Capital To be
Adequacy Categorized
Actual Purposes As Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
(Dollars in thousands)
Total Capital to Risk
Weighted Assets:
Company .........ceeeeverreecvenreenienns $121,646 14.6%  $66,712 At least 8.0% N/A N/A
Bank......cocooveiirienieeiicieeees 94,367 11.4% 66,441 Atleast 8.0%  $83,051 At least 10.0%
Tier I Capital to Risk
Weighted Assets:
Company ........cccceeeerereeenennnns $115,225 13.8%  $33,356 At least 4.0% N/A N/A
Bank.......cccoovvveriiiiiiiiieenn 87,984 10.6% 33,220 Atleast4.0%  $49,831 At least 6.0%
Tier I Capital to Average Assets:
Company .........c.cceeeevenennnrenenns $115,225 10.7%  $43,170 At least 4.0% N/A N/A
BanK.....ccooveviiivvieiiiieeci 87,984 8.2% 43,022 Atleast4.0%  $53,777 At least 5.0%

There are no conditions or events that management believes have changed the Company’s or the Bank’s classification
as well-capitalized since December 31, 2008.
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17. Parent Company Only Information

Condensed Statements of Financial Condition
(Dollars in thousands)

December 31,

2008 2007

Assets

Due from banks and interest-bearing deposits with financial institutions.............cco....... $ 11,553 $ 24,005

INVEStMENTE N SUDSIAIATIES .. ..vviiiiiieirrriieieiiiieree e rrinrree e s ssereraneessessebesesessssamenanesssssssatnreses 79,681 86,133

Securities available for sale, at fair value ........cccoovevririeiniicncc i 45 65

Loans (net of allowance of $38 and $38, respectively) .......coooveiinnninninincncncniiann, 9,043 3,827

OUNET ASSELS ..eeevveeeeererereiteeseieeeeserreeesssteeestsnesessesesastasesesesasaseaesssastseassseesssesesarsnessstsssrsssenes 1,581 525

TOTAL ASSELS ..ecvvverereereeereeeieteeeeerteeseeeseesbessessesesessnesreesessnesaaeatemeesssesaeesaeaseensesaransenans $101,903 $ 114,555

Liabilities and Shareholders’ Equity

LAGDILIEIES ...vveeeceieieieiiseeeecenetesetesesesesesssesesesebebese bbb b e s s sarasatatat s st sesesesasesssasenssnensnenenans $ 144 $ 166

SUDOTAINALEA AEDENIUIES ......cveevvieeiiieirrierecteesreerrenseesresrresseessessaeseessessesssessaesressseesesasessaens 17,527 17,527

SharehOlders’ EQUILY .....c.covvveireririeiierieiiric bbbt b e 84,232 96,862

Total liabilities and shareholders’ €qUItY .........cccoeviivivnniiininiincnieen s $101,903 $ 114,555
Condensed Statements of Income
(Dollars in thousands)
Year Ended December 31,
2008 2007 2006

TNEEIEST INCOME ....eveeeeereeeeiesteesieseeeesseesseeseeesesssessesssasnsessesasesseassesssesnsesseeseessnenes $ 1,010 $ 1,714 $ 1,975
INLETESE EXPEISE...coeeueimriureiiririeiiiieaessiesie st bebess e b e s e s sbnenasss s esb et e e eaneseenns (1,073) (1,956) (2,254)
OLHET EXPEIISES .....enveremeeuerinerciisiisise st a bbb b s bbb ss e (341) (458) (42)
Equity in undistributed earnings of Subsidiaries .............co.ooeiiiiiieiniiniinnenns (11,562) 6,470 7,253
NEEINCOME ...ecveiieeiireeeeteee et eesetescebe s eere e seaes st e e secan e eseeresss s sbe b esesasanntassatasnans $(11,966) $ 5,770 $ 6,932
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Condensed Statement of Cash Flows
(Dollars in thousands)

Year Ended December 31,
2008 2007 2006

Cash Flows from Operating Activities:
INEt (10SS5) INCOMIE. .....ccviiiierereiteetei ettt ettt e e et e s eeseesaesee e esaeseessssnesesnnes $(11,966) $ 5,770 $ 6,932
Adjustments to reconcile net income to net cash provided by (used in)

operating activities:

Net amortization of premium 0N SECULIIES .......c.ceeriruirricererererrreeeerr et enes — — 1
Net (increase) decrease in accrued interest receivable..........coooveeeeiiiiiieicriececiceene, (17 2) 40
Net decrease (increase) decrease in Other @SSELS .........coevverieiveeeirerieeierienecrereseeeeeeenees 14 555 8)
Net (increase) decrease in deferred taXxes .........ccooeveeiiiviniiieceneeceee e 371 1,109 (735)
Stock-based COMPENSALION EXPENSE ....c.cvereruerrrrereererieieieeeiereeresieee e seete e eeessseessesaesens 635 582 585
Undistributed earnings (10sses)of subsidiary...........ccococeviieeereeveriereecreecrieeee v, 11,569 (6,470) (7,252)
Net (decrease) increase in interest Payable ...........cccvcvveivrirvriieiisieieneieeee v (21 (146) 44
Net increase (decrease) in other Habilities..........cccoeiievernrinieinrer e — 21 22
Net cash (used in) provided by operating activities............cccoeveeverierevirreeereeenennen, (157) 1,377 (371)
Cash Flows from Investing Activities:
Net (increase) decrease il lOANS ...........cccvevevererieiriereiesecre ettt eseens (5,217) 3,177 3,234
Proceed from sale of SUBSIQIArY ........cococvvirivenereeieinciciee e — — 127
Gain on sale of SUDSIAIAIY ........coiviriiiriiiicereer ettt s — — )
Proceeds from dissolution of trust preferred ............cocccvveevevevviveieerieeeieceeece e, — 155
Principal payments received for investment security available for sale........................... 20 17 —
Net cash (used in) provided by investing activities ..............coeveuvevverereerriierecernene. 5,197) 3,349 3,359
Cash Flows from Financing Activities:
Cash dividends paid...........ccocvuvieuirnnieiiee et (1,049)
Proceeds from exercise of StOCK OPHONS ......c.evuiiuioiicieeieeeieeeeeceeeeee e, — 1,477 620
Tax Benefit from exercise of StoCk OPHONS........ccocvievieeieiiciiiceceeeeeeeececcee e, 93 400 507
Share BUYDACK .....ccooviriiiieece ettt ettt 517 (869) —
Redemption of subordinated debentures .............ocoeveuvuruieirinieieiniiein e, — (10,310) —
Capital contribution to SUDSIAIATIES .......cc.eevecieiieieeicecrceccee s (5,625) — —
Net cash (used in) provided by financing activities...............cccovevvevevveeeeneeeennne. (7,098) (9,302) 1,127
Net (decrease) increase in cash and cash equivalents ..............cocooveivieeiiiieiieeiec, (12,452) (4,576) 4,115
Cash and Cash Equivalents, beginning of period...........c..ccccoveeveevieiiiiececriieccieeeeee, 24,005 28,581 24,466
Cash and Cash Equivalents, end of period...........c.coueeeviiieiirieioceieeeeeeee $ 11,553 $ 24,005 $28,581

18. Fair Value of Financial Instruments

Fair value estimates are made at a discreet point in time based on relevant market information and information about
the financial instruments. Because no active market exists for a significant portion of the Company’s financial instruments,
fair value estimates are based on judgments regarding current economic conditions, risk characteristics of various financial
instruments, prepayment assumptions, future expected loss experience and other such factors. These estimates are subjective
in nature and involve uncertainties and matters of significant judgment and therefore cannot be determined with precision.
Changes in assumptions could significantly affect the estimates.

In addition, the fair value estimates are based on existing on and off-balance sheet financial instruments without
attempting to estimate the value of existing and anticipated future customer relationships and the value of assets and
liabilities that are not considered financial instruments. Significant assets and liabilities that are not considered financial
assets or liabilities include other real estate owned and premises and equipment.
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The following methods and assumptions were used to estimate the fair value of financial instruments.
Cash and Cash Equivalents. The fair value of cash and cash equivalents approximates its carrying value.

Interest-Bearing Deposits with Financial Institutions. The fair values of interest-bearing deposits maturing within
ninety days approximate their carrying values.

Investment Securities Available for Sale. Investment securities available-for-sale are recorded at fair value on a
recurring basis. Fair value measurement is based upon quoted prices, if available. If quoted prices are not available, fair
values are measured using independent pricing models or other model-based valuation techniques such as the present value
of future cash flows, adjusted for the security’s credit rating, prepayment assumptions and other factors such as credit loss
assumptions. Level 1 securities include those traded on an active exchange, such as the New York Stock Exchange, U.S.
Treasury securities that are traded by dealers or brokers in active over-the-counter markets and money market funds. Level 2
securities include mortgage-backed securities issued by government sponsored entities, municipal bonds and corporate debt
securities. Securities classified as level 3 include asset-backed securities in less liquid markets.

Federal Home loan Bank (FHLB) and Federal Reserve Bank (FRB) Stock. The Bank is a member of the FHLB system
and FRB of San Francisco. Members are required to own a certain amount of stock based on the level of borrowings and
other factors, and may invest in additional amount. The fair value of FHLB and FRB Stock is defined as the carrying amount
and is classified as a restricted security and periodically evaluated for impairment based on ultimate recovery of par value.
Both cash and stock dividends are reported as income.

Loans. The fair value for loans with variable interest rates is the carrying amount. The fair value of fixed rate loans is
derived by calculating the discounted value of future cash flows expected to be received by the various homogeneous
categories of loans. All loans have been adjusted to reflect changes in credit risk.

Impaired Loans. SFAS No. 157 applies to loans measured for impairment in accordance with SFAS No. 114,
“Accounting by Creditors for Impairment of a Loan”, including impaired loans measured at an observable market price af
available), and at the fair value of the loan’s collateral (if the loan is collateral dependent) less selling cost. The fair value of
an impaired loan is estimated using one of several methods, including collateral value, market value of similar debt,
enterprise value, liquidation value and discounted cash flows. Those impaired loans not requiring an allowance for possible
losses represent loans for which the fair value of the expected repayments or collateral exceed the recorded investments in
such loans. When the fair value of the collateral is based on an observable market price or a current appraised value, we
record the impaired loan at nonrecurring Level 2. When an appraised value is not available, or management determines the
fair value of the collateral is further impaired below the appraised value and there is no observable market price or a
discounted cash flow has been used to determine the fair value, we record the impaired loan at nonrecurring Level 3.

Foreclosed Assets. Foreclosed assets are adjusted to the lower of cost or fair value, less estimated costs to sell, at the
time the loans are transferred to foreclosed assets. Subsequently, foreclosed assets are carried at the lower of carrying value
or fair value, less estimated costs to sell. Fair value is determined on the basis of independent market prices, appraised values
of the collateral or management’s estimation of the value of the collateral. When the fair value of the collateral is based on an
observable market price or a current appraised value, we record the foreclosed asset at nonrecurring Level 2. When an
appraised value is not available or management determines the fair value of the collateral is further impaired below the
appraised value and there is no observable market price, we record the foreclosed asset at nonrecurring Level 3.

Deposits. The fair value of demand deposits, savings deposits, and money market deposits is defined as the amounts
payable on demand at year-end. The fair value of fixed maturity certificates of deposit is estimated based on the discounted
value of the future cash flows expected to be paid on the deposits.

Borrowings. The fair value of borrowings is the carrying amount for those borrowings that mature on a daily basis. The
fair value of term borrowings is derived by calculating the discounted value of future cash flows expected to be paid out by
the Company.

Junior subordinated debentures. The fair value of the junior subordinated debentures is defined as the carrying amount.
These securities are variable rate in nature and reprice quarterly.

Commitments to Extend Credit and Standby Letters of Credit. The fair value of commitments to extend credit and
standby letters of credit, are based on fees currently charged to enter into similar agreements, taking into account the
remaining terms of the agreements and the counterparties credit standing. These fees are not deemed significant at
December 31, 2008 and 2007.
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The estimated fair values and related carrying amounts of the Company’s financial instruments are as follows:

December 31,
2008 2007
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value

(Dollars in thousands)
Financial Assets:

Cash and cash equivalents ............ccoeeeieeiericiceceeccreere e $107,133 $107,133 $§ 53,732 $ 53,732
Interest-bearing deposits with financial institutions.................... 198 198 198 198
Federal Reserve Bank and Federal Home Loan Bank stock ....... 13,420 13,420 12,662 12,662
Securities available for sale ............ccccocvieiivriieireceee e, 160,945 160,945 218,838 218,838
LOANS, NEL.....cooivviiieiiiiectect et as 828,041 821,339 773,071 773,942
Financial Liabilities:
Noninterest bearing deposits .......c.cceveeriereeriieierieeecreseeereenrens 152,462 152,462 187,551 187,551
Interest-bearing deposits........ccccvevveerieririeriereeceie e 669,239 676,010 559,112 563,919
BOTTOWINGS 1..vivviiverieriiieiiiiasesieeteteserenerterneaesesesessensenseneensens 233,758 239,514 208,818 211,077
Junior subordinated debentures ..........coocveeevvevieieiercreererereeeenens 17,527 17,527 17,527 17,527

The following table shows the recorded amounts of assets measured at fair value on a recurring basis.

At December 31, 2008
(in thousands)
Total Level 1 Level 2 Level 3
Assets at Fair Value:
Investment securities available for Sale ........ocovveeeecivevieeceeeeeeeerennn, $160,945 $1,747 $157,961 $1,237

The changes in Level 3 assets measured at fair value on a recurring basis are summarized in the following table:

Investment Securities
Available for Sale
(in thousands)
Balance of recurring Level 3 instruments at January 1, 2008 ..........ccocoeeveereererererereeiereeeeeeeereeeeeene s $ 8,436
Total gains or losses (realized/Unrealized): .............ocooveriieeeeiieeieeereeeeeeeeeteee et s et et se s eenesereneenenes
Included in earnings-realized...........o.eccoevrrirreinienirere e ettt —
Included in earnings-unrealized®............coevreeieicrerieeeeeee ettt et vesre e (1,603)
Included in other comprehensive INCOME .........cc.covieriirieriereereereceeceeeeeeeecr et —
Purchases, sales, issuances and SELtIEMENTS, NEL..........coovviviivriieeieeireeerieeresseeeererereeesereeereeeseseresaens (1
Transfers in and/or OUt OF LeVel 3 ..ot (5,585)
Balance of recurring Level 3 assets at December 31, 2008 ...........cccooeiiimruieieeeeeeenireeerereeee e $ 1,237

(1)  Amount reported as an other than temporary impairment loss in the noninterest income portion of the income statement.

Assets Recorded at Fair Value on a Nonrecurring Basis

The Company may be required, from time to time, to measure certain assets at fair value on a nonrecurring basis in
accordance with U.S. generally accepted accounting principles. These include assets that are measured at the lower of cost or
market or that were recognized at a fair value below cost at the end of the period. Information regarding assets measured at
fair value on a nonrecurring basis is set forth in the table below.

At December 31, 2008
(in thousands)
Total Level 1 Level 2 Level 3
Assets at Fair Value:
LOGINS ..ottt ettt ettt ettt et et ea e et et e e naeeenenan $30,674 $ — $25,887 $4,787
Oher @SSEIS™ .ouiiuiiviericiecrectereee ettt st s e st e et esseseeereeseseeanenee 14,008 — 14,008 —
TORAL .ttt aeeaae s $ 44,682 $ — $ 39,895 $4,787

(1) Includes foreclosed assets
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19. Business Segment Information

The Company only has one reportable business segment, the commercial banking division.

20. Quarterly Data
Year Ended December 31,
2008 2007
First Second Third Fourth First Second Third Fourth
Quarter  Quarter Quarter Quarter Quarter Quarter Quarter Quarter
(Unaudited)
(Dollars in thousands, except per share data)
Total interest income............... $15904 $15,128 $15,230 $ 15,350 $17,160 $17,892 $18,057 $16,949
Total interest expense.............. 9,019 8,613 8,246 8,620 9,388 10,046 9,964 9,219
Net interest income......... 6,885 6,515 6,984 6,730 7,772 7,846 8,093 7,730
Provision for loan losses.......... 1,075 2,741 1,625 16,244 300 325 300 1,100
Net interest income after
provision for
loan 10SSES ....coveeerenns 5,810 3,774 5,359 (9,514) 7,472 7,521 7,793 6,630
Noninterest income.................. 1,474 410 704 17 353 315 369 636
Noninterest eXpense ................ 5,696 5,694 5,566 6,747 5,101 5,393 5,864 5,360
Income before
income taxes.............. 1,588 (1,510) 497 (16,244) 2,724 2,443 2,298 1,906
Income tax expense................. 588 (680) 143 (3,754) 1,130 899 867 705
Income from
continuing operations ......... 1,000 (830) 354 (12,490) 1,594 1,544 1,431 1,201
Loss from discontinued
operations, net of taxes....... — — — — — — — —
Net income.........ccceervrnns $ 1,000 $ (830) $ 354 $(12,490) § 1,594 $ 1,544 § 1,431 § 1,201
Net income (loss) per
share basic:
Income from

continuing operations....... $ 010% (008 $ 003 $ (1199 $ 015 $ 015 $ 014 § 0.11
Loss from
discontinued operations ... — — — — — — — _

Net income........... $ 010$ (0.08) $ 003 $ (1199 $ 015 $ 015 $ 014 $ 0.1

Net income (loss) per
share diluted:
Income from
continuing operations...... $ 010% (008 $ 003 $ (1.199 $ 015 §$ 0.4 $ 013 § 0.11
(Loss) income from
discontinued operations... — — — — — — — —

Net income............ $ 0109% (0.08) $ 003 $ (1.199 $ 015 $ 014 $ 013 $ 0.1
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Year Ended December 31, 2006

First Second Third Fourth
Quarter Quarter Quarter Quarter
(Unaudited)
(Dollars in thousands, except per share data)
Total INEIESt INCOIMIE. ......cveivieieeieeeieee ettt ettt ortesae st saseaesate e $ 14,595 $ 15,683 $16,604 $16918
Total INtEreSt EXPEINSE ..c..eouveuireieiieriieieteetereet et et st et eee e e er e ena e eeas 6,436 7,419 8,609 8,954
NEt INLETESt INCOMIE...ueiiiiiiieirieieiieeeitteeeereeeireeeestesesaeesesreeeesbesesraseas 8,159 8,264 7,995 7,964
Provision for 10an 10SSES .......c.ccuvueirieeeieicnieeie ettt 225 335 270 275
Net interest income after provision for loan 1osses .........c.ccccevervenenne. 7,934 7,929 7,725 7,689
INONINEETESE INCOIME .....eeeuvieiiieiiieetieeieeeieeeeeebeeeeeeeteeeeeeeseecaeeesseenbeeenseeseeens 277 326 389 274
INONINEETESt EXPEIISE ..cuervenrinierriieriereetenteeetete et ebe e ese st bt sie b sbesae e 5,096 5,261 5,261 5,065
Income before INCOME tAXES .......coueivueieeiierieeie e cireeeeeser e eee s e 3,115 2,994 2,853 2,898
[NCOME tAX EXPEISE ...c.viuvereriererierriieeresteereriestesesteseesneseesasntssessessteressassensesses 1,240 1,235 1,151 1,113
Income from continuing OPETAtions ...........cceeevveieeeerenisierinreee e 1,875 1,759 1,702 1,785
Loss from discontinued operations, net of taxes..........c.ccevveeeevereiereerereerennan, (116) (73) — —
NELINCOME .vivivivieie ettt et te st stess et st est et st etsese st eassresesseesees $ 1,759 $ 1,686 $ 1,702 $ 1,785
Net income (loss) per share basic:
Income from continuing OPErations ..............cecceeeeveereseevereeeneeserenenas $ 018 $ 018 § 017 § 0.17
Loss from discontinued Operations..............cccevuveveerveereeneerecuesenennennnns (0.01) (0.01) — —
NEE IICOMIE ...vvvevieieeeieeeteeeeeeeie ettt sane s s s s sts e sane e eeioaes $ 017 $ 017 $ 017 $ 0.17
Net income (loss) per share diluted:
Income from continUIng OPErations ...........ccceeeereerrvensererermissessseererenes $ 017 $ 017 $ 016 $ 0.16
Loss from discontinued Operations...............ccovuveviiarerieivieieeinereerenennens (0.01) 0.01) — —
NELINCOME ..covivieeiceiicteeeeecee ettt et et e n e e ens $ o.16 $ 0.16 $ 016 $ 0.16

(1)During the fourth quarter of 2008, the Company recorded a $16.2 million loan loss provision due to a substantial increase
in loan defaults (See Note 5—Loans and Allowance for Loan Losses)

21. Discontinued Operations

During the second quarter of 2006, we sold PMB Securities Corp., our retail securities brokerage subsidiary. As a
result, commercial banking comprises our continuing operations; while the wholesale mortgage lending business and the
retail securities brokerage business have been classified in the accompanying consolidated financial statements as
discontinued operations.

The operating results of the discontinued retail securities brokerage business included in the accompanying
consolidated statements of income are as follows:

Year Ended December 31,
2008 2007 2006
Loss from discontinued operations, before iNCOME taxes ............coovevveveereeeeerieeeeeteeeeeeeere e $— $— $(313)
INCOME tAX DENETIL ......veciiieieiierce ettt et b e st sa bbb s aess e b eseesserseraenis — — (124)
Loss from discontinued operations, Net Of tAXeS ........cc.coveeereriieerinieeerriseeereessene e eneeeenseseess $— §— $(189)
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURES

None.

ITEM 9A. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

Our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange
Act of 1934, as amended) are designed to provide reasonable assurance that information required to be disclosed in our
reports filed under that Act (the Exchange Act), such as this Annual Report on Form 10-K, is recorded, processed,
summarized and reported within the time periods specified in the rules of the Securities and Exchange Commission. Our
disclosure controls and procedures also are designed to ensure that such information is accumulated and communicated to our
management, including our Chief Executive Officer and Chief Financial Officer, to allow timely decisions regarding
required disclosures.

Our management, under the supervision and with the participation of our Chief Executive Officer and the Chief
Financial Officer, evaluated the effectiveness of our disclosure controls and procedures in effect as of December 31, 2008.
Based on this evaluation, our Chief Executive Officer and Chief Financial Officer concluded that, as of December 31, 2008,
our disclosure controls and procedures were effective to provide reasonable assurance that material information, relating to
the Company and its consolidated subsidiaries, required to be included in our Exchange Act reports, including this Annual
Report on Form 10-K, is made known to management, including the Chief Executive Officer and Chief Financial Officer, on
a timely basis.

There were no changes in our internal control over financial reporting that occurred during the quarter ended
December 31, 2008, that has materially affected, or are reasonably likely to materially affect, our internal control over
financial reporting.

Management’s Report on Internal Control Over Financial Reporting

Management of Pacific Mercantile Bancorp is responsible for establishing and maintaining adequate internal control
over financial reporting as defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934. Our internal
control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with accounting principles generally
accepted in the United States of America. Internal control over financial reporting includes those written policies and
procedures that:

«  pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions
and dispositions of our assets;

provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with accounting principles generally accepted in the United States of America;

+  provide reasonable assurance that our receipts and expenditures are being made only in accordance with
authorization of our management and board of directors; and

+  provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of assets that could have a material effect on our consolidated financial statements.

Internal control over financial reporting includes the controls themselves, monitoring and internal auditing practices
and actions taken to correct deficiencies as identified.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risks that controls may become inadequate
because of changes in conditions or because the degree of compliance with the policies or procedures may deteriorate.

Management’s Assessment and Determination

Our management assessed the effectiveness of Pacific Mercantile Bancorp’s internal control over financial reporting as
of December 31, 2008, based on criteria for effective internal control over financial reporting described in “Internal Control
— Integrated Framework” issued by the Committee of Sponsoring Organizations of the Treadway Commission.
Management’s assessment included an evaluation of the design and the testing of the operational effectiveness of Pacific
Mercantile Bancorp’s internal control over financial reporting. Management reviewed the results of its assessment with the
Audit Committee of our Board of Directors.

Based on this assessment, management determined that, as of December 31, 2008, Pacific Mercantile Bancorp
maintained effective internal control over financial reporting.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Shareholders
Pacific Mercantile Bancorp and subsidiaries

We have audited Pacific Mercantile Bancorp (a California Corporation) and subsidiaries’ internal control over financial
reporting as of December 31, 2008, based on criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). Pacific Mercantile Bancorp and subsidiaries’
management is responsible for maintaining effective internal control over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting, included in the accompanying Management’s Report on Internal
Control over Financial Reporting. Our responsibility is to express an opinion on Pacific Mercantile Bancorp and subsidiaries’
internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects. Our audit included obtaining an
understanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing and
evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for

our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures
that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, Pacific Mercantile Bancorp and subsidiaries maintained, in all material respects, effective internal control
over financial reporting as of December 31, 2008, based on criteria established in Internal Control—Integrated Framework
issued by COSO.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
the consolidated statements of financial condition of Pacific Mercantile Bancorp and subsidiaries’ as of December 31, 2008
and 2007, and the related consolidated statements of operations, shareholders’ equity and cash flows for each of the three
years in the period ended December 31, 2008 and our report dated March 16, 2009 expressed an unqualified opinion.

/sf GRANT THORNTON LLP

Irvine, California
March 16, 2009

ITEM 9B. OTHER INFORMATION

None
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, on the 16th day of March 2009.

PACIFIC MERCANTILE BANCORP

By: /s/ RAYMOND E. DELLERBA

Raymond E. Dellerba
President and Chief Executive Officer

POWER OF ATTORNEY

Each person whose signature appears below hereby appoints Raymond E. Dellerba, and Nancy Gray, and each of them
individually, as his or her attorney-in-fact, with full power and authority, to sign in his or her behalf and in each capacity
stated below, and to file, all amendments and/or supplements to this Annual Report on Form 10-K.

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by the
following officers and directors of the Registrant in the capacities indicated on March 16, 2009.

Signature Title

/s/ RAYMOND E. DELLERBA President, Chief Executive Officer and Director

Raymond E. Dellerba (Principal Executive Officer)

/s/ NANCY GRAY Senior Executive Vice President and Chief Financial Officer

Nancy Gray (Principal Financial and Accounting Officer)

/s/ ROBERT W. BARTLETT Senior Executive Vice President and Chief Operating Officer
Robert W. Bartlett

/s/ GEORGE WELLS Chairman of the Board and Director

George Wells
/s/ GARY M. WILLIAMS Director
Gary M. Williams
/s/ WARREN T. FINLEY Director
Warren T. Finley
/s/ JOHN THOMAS, M.D. Director
John Thomas, M.D.
/s/ MATTHEW F. SCHAFNITZ Director

Matthew F. Schafnitz

S-1



Exhibit 31.1

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER
UNDER
SECTION 302 OF THE SARBANES-OXLEY ACT

I, Raymond E. Dellerba, certify that:

1.
2.

I have reviewed this Annual Report on Form 10-K of Pacific Mercantile Bancorp;

Based on my knowledge, this Annual Report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and we have:

a)  designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b)  designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of the
period covered by this report based on such evaluation; and

d)  disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fourth fiscal quarter that has materially affected, or is reasonably likely
to materially affect, the registrant’s internal control over financial reporting; and

The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of
directors (or persons performing the equivalent function):

a)  all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b)  any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

Date: March 16, 2009

/s/ RAYMOND E. DELLERBA

Raymond E. Dellerba
President and Chief Executive Officer




Exhibit 32.2

CERTIFICATIONS OF CHIEF FINANCIAL OFFICER
UNDER
SECTION 906 OF THE SARBANES-OXLEY ACT

PACIFIC MERCANTILE BANCORP

Annual Report on Form 10-K
for the Year ended December 31, 2008

In connection with the accompanying Annual Report on Form 10-K of Pacific Mercantile Bancorp (the “Company’)
for the fiscal year ended December 31, 2008 (the “Annual Report™), and pursuant to 18 U.S.C. §1350, as adopted pursuant to
§906 of the Sarbanes-Oxley Act of 2003, I, Nancy A. Gray, certify that:

(1) The Annual Report fully complies with the requirements of Section 13(a) and 15(d) of the Securities Exchange Act
of 1934; and

(2) The information contained in the Annual Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

Dated: March 16, 2009

/s/ NaNCY A. GRAY

Nancy A. Gray
Chief Financial Officer

A signed original of this written statement
required by Section 906 has been provided to
Pacific Mercantile Bancorp and will be retained
by Pacific Mercantile Bancorp and furnished to
the Securities and Exchange Commission or its
staff upon request.
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Exhibit 32.1

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER
UNDER
SECTION 906 OF THE SARBANES-OXLEY ACT

PACIFIC MERCANTILE BANCORP

Annual Report on Form 10-K
for the Year ended December 31, 2008

In connection with the accompanying Annual Report on Form 10-K of Pacific Mercantile Bancorp (the “Company”)
for the fiscal year ended December 31, 2008 (the “Annual Report”), , and pursuant to 18 U.S.C. §1350, as adopted pursuant
to §906 of the Sarbanes-Oxley Act of 2003, I, Raymond E. Dellerba, certify that:

(1) The Annual Report fully complies with the requirements of Section 13(a) and 15(d) of the Securities Exchange Act
of 1934; and

(2) The information contained in the Annual Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

Dated: March 16, 2009

/s/ RAYMOND E. DELLERBA

Raymond E. Dellerba
President and Chief Executive Officer

A signed original of this written statement
required by Section 906 has been provided to
Pacific Mercantile Bancorp and will be retained
by Pacific Mercantile Bancorp and furnished to
the Securities and Exchange Commission or its
staff upon request.



Exhibit 31.2

CERTIFICATIONS OF CHIEF FINANCIAL OFFICER
UNDER
SECTION 302 OF THE SARBANES-OXLEY ACT

I, Nancy A. Gray, certify that:

1.
2.

I have reviewed this Annual Report on Form 10-K of Pacific Mercantile Bancorp;

Based on my knowledge, this Annual Report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and we have:

a)  designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b)  designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

¢) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures as of the end of the
period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fourth fiscal quarter that has materially affected, or is reasonably likely
to materially affect, the registrant’s internal control over financial reporting; and

The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of
directors (or persons performing the equivalent function):

a)  all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b)  any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

Date: March 16, 2009

/s/ NANCY A. GRAY

Nancy A. Gray
Chief Financial Officer
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